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TOWARD A NATIONAL WARTIME LABOR POLICY 
THE WAGE ISSUE 


E. B. MCNATT 


end of the first year of our ac- 

tive participation in World War IT 
has seen the emergence of many 
national problems in the fields of produc- 
tion, prices, personnel, and labor rela- 
tions. In most of these fields the sem- 
blance of a national policy was beginning 
to appear in fairly concrete form as this 
first year drew to a close. Long before 
Pearl Harbor the need for a national la- 
bor policy to facilitate the maximization 
of our defense production was clearly 
recognized, but none was established. 
Since Pearl Harbor we have moved slow- 
ly, haltingly, and uncertainly toward a 
national wartime labor policy on wages, 
hours, industrial disputes, union secu- 
rity, and the labor market. The policy- 
forming branch of our government in the 
field of labor relations has been primarily 
the executive rather than the legislative, 
and the principal formulation of wartime 
labor policies has been by executively 
created labor boards or commissions. 
Thus the old National Defense Media- 
tion Board, the present War Labor 
Board, and the War Manpower Com- 
mission have been largely responsible for 
the development of a national wartime 


labor policy covering the above-men- 
tioned fields. An examination of the de- 
velopment of this national labor policy, 
therefore, involves an analysis of the ac- 
tivities of these agencies—particularly 
the decisions of the War Labor Board. 
In this paper we shall discuss only the 
development of a national wartime wage 
policy. 

With the fall of France in June, 1940, 
America suddenly became aware of the 
acute need for rearming. As the defense 
program began to get under way in late 
1940 and early 1941, new issues and 
problems in the field of labor relations 
began to appear. Strikes and stoppages 
of work, wage problems, and competitive 
bidding for a scarcer and scarcer labor 
supply attained new importance and be- 
gan to attract national attention. Rec- 
ognition of the need for some national 
action and additional machinery to deal 
with these increasingly important labor 
problems crystallized in March, 1941, 
with the establishment of the National 
Defense Mediation Board by Executive 
Order.' This triparty board, composed 


‘Although the National Defense Mediation 
Board was the first of the emergency labor agencies, 
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of public, employer, and union represen- 
tatives, was established specifically to 
deal with the problem of industrial dis- 
putes in defense industries and was to 
function primarily as a mediation board. 
It could encourage voluntary arbitration 
and could publish fact-finding results 
and recommendations, but it could take 
a hand in industrial disputes only when 
they were referred to it. 

Of the 94 cases closed by the Media- 
tion Board, approximately two-thirds 
were settled by agreement between the 
disputing parties—that is, by mediation. 
In the course of adjusting these disputes, 
the Board established two rather definite 
principles and, on two other highly im- 
portant and controversial questions, 
avoided the establishment of any definite 
principles. The two positive principles 
established by the Mediation Board were 
(1) that agreement between the disput- 
ing parties was by far the most satisfac- 
tory method of settling industrial dis- 
putes and (2) that union security should 
be guaranteed and protected against em- 
ployer hostility. The two negative prin- 
ciples established were: (1) the avoid- 
ance of any clear-cut policy on the all- 
union closed shop (the principle of decid- 
ing each case on its merits) and (2) the 
avoidance of any specific wage policy, 
the only principle established being that 
wage disputes should be considered in 
the light of competitive conditions in the 
industry, the cost of living, and the abil- 
ity of the industry to pay. The National 
Defense Mediation Board really came to 
an end with the resignation of the C.I.O. 


there were three other government labor agencies 
actively assisting in the settlement of industrial dis- 
putes before March, 1942. These agencies were: 
the Conciliation Service of the United States De- 
partment of Labor, the Labor Division of the Office 
of Production Management, and the National Medi- 
ation Board for adjusting disputes on the railroads 
and interstate carriers. 


members as a result of the Captive Coal 
Mine dispute over the closed union shop 
in December, 1941. 

The present War Labor Board was es- 
tablished by Executive Order, January 12, 
1942. It was the direct outgrowth of an 
industry-labor conference called by the 
President soon after Pearl Harbor. This 
industry-labor conference had adopted a 
three-point program which stated that 
there should be no strikes or lockouts for 
the duration of the war, that all disputes 
should be settled by peaceful means, and 
that the President would set up a War 
Labor Board. The War Labor Board is 
a triparty board—an equal number of 
members representing labor, manage- 
ment, and the public. While the new 
board was not to trespass on the jurisdic- 
tion of the National Labor Relations Act 
or of the Railway Labor Act, it was au- 
thorized to make a “final determination” 
of all labor disputes, using mediation and 
arbitration. It may take jurisdiction 
over any dispute on its own initiative. 
The compulsory nature of the War Labor 
Board’s decisions was thus clearly indi- 
cated in this “final determination” au- 
thority, and the implication was that any 
defiance of Board orders would be met by 
stern executive action. And this implica- 
tion became a reality in several notable 
cases.” 

The new War Labor Board started its 
career with several advantages over the 
old National Defense Mediation Board. 
First, it had the advantage of a new war 
atmosphere, backed up by a voluntary 
industry-labor pledge of no strikes or in- 
terruptions of production for the dura- 
tion of the war. Second, it had much 

2 The two outstanding cases were the defiance of 
the Board’s orders in the Toledo, Peoria, and West- 
ern Railroad and the Federal Shipbuilding Co. dis- 
putes. In both cases the President authorized the 


seizure and operation of the concerns by the govern- 
ment. 
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more power and authority to settle in- 
dustrial disputes than the old N.D.M.B. 
had had. The new W.L.B. started out, 
however, under one severe handicap— 
the almost complete absence of any pre- 
scribed policy, legislative, administra- 
tive, or executive, on the two most press- 
ing and controversial issues in the whole 
field of labor relations, namely, the ques- 
tion of wages and the question of union 
security. Lacking any definite policy and 
any prescribed rules or yardsticks in the 
formulation of a national policy, the 
Board began its activity by following the 
old N.D.M.B. policy of considering each 
case on its own merits and denying that 
any decision set a precedent for future 
guidance.’ 

The early wage decisions of the Board 
illustrate rather strikingly how it was 
groping its way through the economic 
darkness seeking some formula for the 
establishment of a national wage policy. 
The first Board pronouncement on wage 
policy was in the Aluminum Company 
case decided in February, 1942.‘ First of 
all, in granting a wage increase of 7 cents 
per hour to workers in the southern 
plants, the Board reduced the North- 
South wage differential between alumi- 
num company plants by one-third and 
thus set up a wage inequality yardstick 
for guidance in wage disputes. Second, 


3 The Board, furthermore, could gain little help 
by reliance upon historical precedents. The World 
War I Labor Board had adopted a few principles 
on war labor policy, including prohibition of em- 
ployer discrimination against union employees, 
equal pay for equal work by men and women, and 
freezing of the existing status of open and closed 
shops for the war’s duration. But the ambiguous 
guaranty of a “living wage” was the only World 
War I Labor Board pronouncement on wage policy, 
and this obviously provided little aid as a workable 
guide for the new Board in the major wage con- 
troversies to come. 


‘In re Aluminum Company of America ?. 
International Union of Aluminum Workers of 
America (C.I.0.) (Case No. 66, February 10, 1942). 


the Board insisted that the ability of an 
industry to pay should be taken into ac- 
count in wage disputes when there is 
ability to pay wages above the minimum 
level of health and decency. Here the 
Board clearly indicated that wage in- 
creases to substandard workers would in 
general be approved, regardless of the 
industry’s ability to pay. And, third, the 
Board warned highly-paid workers not to 
expect their wages to keep pace day by 
day with the rising cost of living. Seem- 
ingly the Board thus ruled out the cost7 
of-living yardstick as a major factor ir 
deciding wage cases. 

It was obvious that the Aluminum 
Company decision had not settled the 
question of a national wage policy. Sub- 
sequent decisions, however, failed to 
clarify the situation, as the Board con- 
tinued to rely upon these multiple yard- 
sticks and even added new ones from 
time to time. In later decisions the 
Board ruled that waiving the right to 
strike did not mean that wage rates were 
to be frozen, inasmuch as this would be 
“improperly to deny the benefit of col- 
lective bargaining to the employees’’;$ 
that prevailing wages elsewhere in the 
industry as well as in the local area 
should be considered in judging petitions 
for wage increases;® that where a labor 
contract freezes wages for the duration of 
this contract, the Board will not act 
unless both parties mutually consent to 
alteration of the agreement.’ 

In the International Harvester Com- 
pany decision, the Board attempted to 
refine and restate its position on wage 

SIn re St. Louis Smelting and Refining Co., ». 
International Union of Mine, Mill, and Smelter 
Workers, Local 514 (C.1.0.) (Case No. 9, Febru- 
ary 19, 1942). 

6 Ibid. 

7In re Postal Telegraph Cable Co v. American 


Communications Assn. (C.1.0.) (Case No. 86, 
March 25, 1942). 
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policy and to answer certain “fundamen- 
tal questions of war labor policy.’’* The 
wage policy laid down in this decision in- 
cluded the following points: (1)-a re- 
statement of the substandard yardstick 
principle that all workers should receive 
wages high enough to enable them to 
maintain a health-and-decency standard 
of living; (2) that real wages which have 
been previously arrived at through col- 
lective bargaining should be reasonably 
protected; (3) that labor should be en- 
couraged to seek, through collective bar- 
gaining, reasonable upward wage adjust- 
ments to offset increases in the cost of 
living, to the extent that this can be accom- 
plished without inflationary effects. The 
application of this wage policy would 
thus tend to equalize the wages of the 
higher- and lower-paid workers by guar- 
anteeing the lower-paid workers a mini- 
mum standard of health and decency and 
protecting the real wages of all workers 
by a controlled use of the cost-of-living 
index. Wage increases under this policy 
would not be in proportion to increases in 
living costs. When these yardsticks were 
added to the considerations of the em- 
ployers’ ability to pay and of wage in- 
equalities between industries, geographic 
areas, and plants, the establishment of a 
workable national wage policy was still 
far from being realized. What factors 
should be primarily controlling, and how 
should the various factors be weighted in 
reaching a decision in any given wage 
dispute? 

President Roosevelt’s wage-stabiliza- 
tion message to Congress April 23, 1942, 
may be considered the next milestone in 
the evolution of a national wage policy. 

8In re International Harvester Co. »v. Farm 
Equipment Workers Organizing Committee (C.1.0.), 
Federal Labor Unions Nos. 22631 and 22657 
(A.F.L.), United Automobile Workers, (C.I.O.) 
(Cases Nos. N.D.M.B. 4, 4A, and 89, April 1s, 
1942). 


In this message President Roosevelt said: 
“To keep the cost of living from spiraling 
upward, we must stabilize the remunera- 
tion received by individuals for their 
work.” At the same time he directed the 
Board to “‘continue to give due consider- 
ation to inequalities and the elimination 
of substandards of living’ and desig- 
nated the W.L.B. as the primary agency 
for putting this wage-stabilization policy 
into effect. The Board was thus immedi- 
ately faced with the problem of inter- 
preting this broad statement of policy. 
According to the Board chairman, Mr. 
Davis, this new wage policy called for a 
“steadying” rather than a “freezing”’ of 
wage rates at existing levels, and the 
policy therefore left flexible Board provi- 
sions for dealing with substandard pay 
and inequalities in wages. The implica- 
tion was that the cost-of-living argument 
and the ability of industry to pay would 
receive scant consideration in the future 
as living costs became stabilized. 

In succeeding weeks demands for wage 
increases were generally considered and 
decided in the light of the above policy, 
hazy and indefinite though it was.’ Al- 
though Mr. Henderson, price adminis- 
trator, and Mr. Davis, Board chairman, 
were in agreement that neither should 
wages be frozen nor should general in- 

® Wage increase ordered in case of Oliver Farm 
Equipment Co. v. United Automobile Workers 
(C.1.0.), Local 884 (Case No. 6, April 24, 1942), to 
correct wage inequalities within the industry. Wage 
increase denied higher-paid workers in Building 
Trades arbitration case and some wage increases 
granted lower-paid workers. (Decision of the Board 
of Review under the building-stabilization agree- 
ment between the Building and Construction 
Trades Council [A.F.L.] and Detroit Building Em- 
ployers Labor Relations Council, May 1, 1942.) 
Also see W.L.B. cases of Chase Brass and Copper 
Co. (Case No. 28, May 28, 1942); Breeze Corpora- 
tion, Inc. (Case No. 23, May 22, 1942); Mead 
Corp. (Case No. 60, June 10, 1942); Armour Leath- 
er Co. (Case No. go, June 10, 1942); and Pacific 


States Cast Iron Pipe Co. (Case No. N.D.M.B. 67, 
June 4, 1942). In all these cases wage increases 
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creases be granted, the Board adopted no 
specific wage formula, nor was any satis- 
factory answer given to the question of 
voluntary wage increases negotiated 
through the machinery of collective bar- 
gaining. 

The decision of the Board in the Little 
Steel cases had long been awaited and 
was widely hailed as establishing at last a 
wage-stabilization formula designed to 
protect the pre-war purchasing power of 
workers."® In this important decision the 
Board set up a cost-of-living yardstick as 
the primary factor to be considered in 
evaluating claims for wage increases. 
The Board said: 


For the period from Jan. 1, 1941, to May 1, 
1942, which followed a long period of relative 
stability, the cost of living increased by about 
15 per cent. If any group of workers averaged 
less than a 15 per cent increase in hourly wage- 
rates during or immediately preceding or follow- 
ing this period, their established peace-time 
standards have been broken. If any group of 
workers averaged a 15 per cent wage increase or 
more, their established peace-time standards 
have been preserved. 


Applying this yardstick to the demand of 
the United Steel Workers for an increase 
of one dollar per day for the 157,000 em- 
ployees of the four Little Steel com- 
panies, the Board granted a daily-wage 
increase of 44 cents, or 53 cents per hour, 


were granted by the Board either to correct “sub- 
standard” wage conditions or to correct “inequali- 
ties” within occupational groups or between similar 
plants or industries. Cost-of-living and ability-to- 
pay yardsticks were either ignored entirely or thrust 
definitely into the background in all these cases. 


*© In re Bethlehem Steel Corp., Republic Steel 
Corp., Youngstown Sheet and Tube Co., Inland 
Steel Co. v. United Steel Workers of America 
(C.1.0.) (Cases Nos. 30, 31, 34, 35, July 16, 1942). 
The four labor members of the W.L.B. dissented 
from the majority decision on the wage issue, con- 
tending that the majority decision struck a serious 
blow at the collective-bargaining process by refusing 
to accept April 1, 1941, as the starting-point for 
the loss in real wages which the steelworkers had 
sustained. 


retroactive to February 1, 1942. The 


Board went on to say: 

Any claims for wage adjustments for the 
groups whose peace-time standards have been 
preserved can only be considered in terms of the 
inequalities or of the sub-standard conditions 
specifically referred to in the President’s mes- 
sage of April 27, 1942. Those groups whose 
peace-time standards have been broken are en- 
titled to have these standards reestablished as a 
stabilization factor. The Board will continue to 
“‘give due consideration to inequalities and the 
elimination of substandards of living.” 


How workable a formula was this cost- 
of-living guide to wage policy? How far 
could it be expected to achieve the objec- 
tives sought of helping to control infla- 
tionary tendencies and protecting labor’s 
real wage from impairment? 

A brief examination of the merits and 
limitations of a cost-of-living guide to 
wage policy may be pertinent. In the 
first place, if the increasing shortage of 
consumer goods is the cause of the rising 
cost of living, a rise in wage rates based 
on these higher living costs would not 
solve any problems; it would only ag- 
gravate them. Such a wage policy would 
neither hold down inflation, protect la- 
bor’s real wage, nor aid in the post-war 
readjustment. The principal merit of a 
cost-of-living guide to wage policy is that 
it may hold down arbitrary and unrea- 
sonable demands for wage increases or 
decreases. It may thus provide some 
yardstick with which to measure or judze 
the reasonableness of wage demands. 
But, beyond this point, the usefulness of 
a cost-of-living index as a guide te wage 
policy is subject to rather sharp limita- 
tions, considered either as an emergency 
wartime measure or as a permanent 
peacetime policy. 

Some of these more important limita- 
tions of a cost-of-living guide to wage 
policy in wartime or peacetime are the 
following: (1) its usefulness is pretty 
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well limited to business upswings; (2) as 
a sole guide to wage policy, it gives no 
recognition to labor’s value productivity 
—it allows no possibility of labor prog- 
ress in terms of advancing standards of 
living; (3) it does not consider the profits 
of industry—the ability of industry to 
pay; (4) it cannot be used in the deter- 
mination of basic wage rates in the first 
instance even if all labor were of the 
same grade, and, of course, it cannot 
have any usefulness in the establishment 
of wage differentials for different grades 
of labor; (5) it would not, therefore, 
eliminate the necessity for collective bar- 
gaining in the determination of basic 
wage rates, wage differentials between 
different skills, and bargaining over 
other non-wage matters such as hours, 
working conditions, closed shop, etc.; (6) 
and, last, there are at least two serious 
defects of a cost-of-living guide to wage 
policy in view of certain functional as- 
pects of wages in a price economy. One 
function of wages in a price system is to 
provide an incentive to output; gearing 
wages rigidly to a cost-of-living base 
would seriously interfere with this func- 
tion. A second function of wages, consid- 
ered as a competitive price influenced by 
the relatively free play of demand and 
supply in the labor market, is to distrib- 
ute the labor supply in accordance with 
industrial or national needs. Some fluc- 
tuations in wage rates, therefore, entirely 
independent of cost-of-living changes 
may be necessary to correct labor sur- 
pluses and shortages due to wartime ac- 
tivities or seasonal, cyclical, or secular 
changes in industry. Of course, in war- 
time the alternative to this functional 
aspect of wages is compulsory rationing 
of labor. 

The cost-of-living formula for wage 
policy established by the Board in the 
Little Steel cases is deficient in other 


respects. In the first place, it set up as 
the standard changes in hourly wage 
rates in relation to the cost of living 
rather than changes in average weekly 
earnings. If the object is (as stated by 
the Board) the protection of labor’s 
peacetime standard of living, then it 
would appear that the significant factor 
to compare with changing living costs 
would be average weekly earnings rather 
than hourly wage rates." Second, this 
wage formula holds out the false hope to 
wage-earners that their peacetime stand- 
ards of living can be maintained almost 
indefinitely in wartime. It is obvious 
that no amount of wage-adjusting to 
changes in the cost of living can nullify 
the fact that all peacetime standards of 
living must fall drastically as a larger and 
larger proportion of our national re- 
sources are devoted to the production of 
war goods, and the production of 
consumer goods continues to decline 
more and more. Third, the base selected 
by the Board (changes in living costs 
from January 1, 1941, to May 1, 1942) is 
open to serious question. It was arbi- 
trarily selected; it had not followed “a 
long period of relative stability”’; and it 
implied that all wage-earners who had 
not received at least a 15 per cent in- 
crease in hourly wage rates during this 
period had experienced an impairment 
in their living standards which should 
be corrected. Fourth, it is difficult to 
agree with the Board that adjusting 
wages to cost-of-living changes during 
this base period can “end the race be- 

™ The fact-finding panel established by the 
W.L.B. to investigate this controversy had reported 
that “weekly earnings should be given more than 
their usual weight in the present determination of a 
just wage for the steelworkers.” The Board later 
suggested that changes in “average straight time 
hourly earnings’ be substituted for changes in 
“hourly wage rates” in a proposed Executive Order 


submitted on August 5, 1942, to the White House. 
This change was subsequently made. 
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tween prices and wages.” “Such wage 
adjustments,” said the Board, “can have 
no really significant effect upon the 
broad inflation problem.” If the pri- 
mary reason for cost-of-living advances 
during this period and after is a growing 
shortage of consumer goods, how can 
any subsequent upward wage adjust- 
ments fail to have an inflationary effect 
upon prices? The assumption would 
appear to be that wage-earners in general 
had already received increases in hourly 
wage rates during this period so nearly 
approximating cost-of-living changes 
that no significant upward wage ad- 
justments in the future would be called 
for. 

Since the Little Steel decision last 
July, the Board has uniformly attempted 
to apply this cost-of-living substandard 
inequality formula in deciding wage 
questions. Applying this formula, up- 
ward revision of wage rates has been the 
rule rather than the exception in cases 


coming before the Board.” The Board 


” An examination of the wage decisions of the 
W.L.B. since the Little Steel decision on July 16, 
1942, down to the President’s executive wage- 
stabilization order, on October 3, 1942, shows that in 
11 important cases general wage increases were 
denied, and no wage increases at all were granted, on 
the basis of the above formula: Remington Rand 
Co. (Case No. 44, July 27, 1942); General Cable Co. 
(Case No. 247, August 5, 1942); Aluminum Co. of 
America (Cases Nos. 64 and 33, August 18, 1942); 
Towne Robinson Nut Co. (Case No. 270, Septem- 
ber 2, 1942); Lever Brothers Soap Co. (Cases Nos. 
176 and 149, September 2, 1942); Phelps-Dodge 
Copper Products Corp. (Case No. 144, Sept. 10, 
1942); J. H. Williams & Co. (Case No. 225, Sep- 
tember 18, 1942); General Cable Corp. (Case No. 
WAS8, October 1, 1942); Rhode Island Malleable 
Iron Works (Case No. ARs, October 1, 1942); 
Metal Processing Co. (Case No. ARg, October 1, 
1942); United Shoe Machinery Co. (Case No. 304, 
October 3, 1942). 

In 43 cases some wage increases were granted 
using this same formula: Los Angeles Railway Corp. 
(Case No. 162, July 22, 1942); National Carbon Co., 
Inc. (Case No. 246, July 31, 1942); Realty Advisory 
Board (Case No. 141, August 3, 1942); Buckeye Cot- 
ton Oil Co. (Case No. 59, July 31, 1942); Coos Bay 


early recognized the fact that the appli- 
cation of this wage formula alone would 
not result in wage stabilization, inas- 
much as its jurisdiction in wage matters 


Logging Co. (Cases Nos. 155, 156, 157, August 6, 
1942); Westinghouse Electric and Mfg. Co. (Case 
No. B, August 12, 1942); Detroit and Cleveland 
Navigation Co. (Case No. 198, August 7, 1942); 
Cambridge Tile Mfg. Co. (Case No. 113, August 12, 
1942); Western Electric Co. (Case No. 89, August 
18, 1942); Bemis Bag Co. (Case No. 262, August 15, 
1942); Parke Davis & Co. (Case No. 205, August 19, 
1942); Rausch Nut and Mfg. Co. (Case No. 88, 
August 20, 1942); 40 New England and 11 Southern 
Textile Mills (Case No. 104, August 20, 1942); 13 St. 
Louis Machine Shops (Case No. 232, August 22, 
1942); Norma-Hoffman Bearings Corp. (Case No. 
120, August 24, 1942); United States Steel Corp. 
(Case No. 364, August 26, 1942); American Enka 
Corp. (Case No. 182, August 28, 1942); Pacific 
Northwest Foundrv Industry Employers Committee 
(Case No. 287, August 29, 1942); Reynolds Metal 
Co. (Case No. 193, August 29, 1942); Washington 
Metal Trades (Case No. 293, August 28, 1942); As- 
sociation of Team and Truck Owners (Case No. 297, 
September 1, 1942; Tennessee Coal, Iron and Rail- 
road Co. (Case No. 74, September 2, 1942); S. K. 
Wellman Co. (Case No. 339, September 3, 1942); 
Federal Barge Lines (Case No. 214, September 3, 
1942); Mack Mfg. Co. (Case No. 76, September 4, 
1942); Montgomery Ward & Co. (Case No. 192, 
September 5, 1942); Washington, Virginia and 
Maryland Coach Co. (Case No. 260, September s, 
1942); Caterpillar Tractor Co. (Case No. 63, Sep- 
tember 9, 1942); Koppers Co. (Case No. 342, Sep- 
tember 12, 1942); Frank Foundries Corp. (Case No. 
95, September 16, 1942); Western Penn. Motor Car- 
riers Ass’n. (Case No. 239, September 17, 1942); 
Aluminum Co. of America (Case No. 298, September 
19, 1942); General Chemical Co. (Case No. 267, Sep- 
tember 18, 1942); Monolith Portland Cement Co. 
(Case No. 244, September 19, 1942); Harbison- 
Walker Refractories Co. (Case No. 145, September 
23, 1942); Wilson-Jones Co. (Case No. 161, Septem- 
ber 25, 1942); General Motors Corp. (Case No. 128, 
September 26, 1942); Chrysler Motor Corp. (Case 
No. 240, October 2, 1942); Underwood Elliot Fisher 
Co. (Case No. 178, October 2, 1942); M.S. Cartridge 
Co. (Case No. 75, October 2, 1942); E. H. Sheldon 
Co. (Case No. 301, October 2, 1942); R. C. A. Manu- 
facturing Co. (Case No. WA-18, October 1, 1942); 
Worcester Pressed Steel Co. (Case No. 142, Septem- 
ber 30, 1942). 

In a large number of these cases, however, de- 
mands for a general wage increase were denied, and 
the wage increases granted were based upon the 
inequality rather than the cost-of-living yardstick 
in the Little Steel formula. 
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was limited to wage-dispute cases. The 
broad field of voluntary wage increases 
was thus beyond control of the Board’s 
formula for wage stabilization. The 
Board said: 


Of course it should be recognized by all con- 
cerned that the wage formula adopted by the 
Board will not and cannot result in wage stabili- 
zation if it is limited in its application to wage 
disputes which come before the WLB for final 
determination. If wage stabilization is to be ac- 
complished, the terminal limits set forth in the 
formula must be applied universally and uni- 
formly to voluntary wage increases. In order to 
accomplish such an end, it would appear neces- 
sary to require governmental review and ap- 
proval of all general wage increases." 


Following President Roosevelt’s in- 
junction to Congress early in September, 
1942, to pass additional cost-of-living 
stabilization legislation before October 1, 
Congress did pass an amended Emer- 
gency Price Control Act dealing primari- 
ly with wages and agricultural prices." 
President Roosevelt immediately put 
these provisions into effect with an Exec- 
utive Order on October 3. The signifi- 
cant portions of this order for our pur- 
poses are Titles I and II, dealing with 
wage-and-salary policy. Contrary to 
much popular opinion, this order did not 
freeze wages rigidly as of a certain date, 
but it did change one important yard- 
stick which the War Labor Board had 
set up as primary in settling wage dis- 
putes. It apparently eliminated the cost- 
of-living yardstick set up by the Board 
in the Little Steel cases by prohibiting 
the Board from approving any increases 
in wage rates prevailing on September 
15, 1942, “‘unless such increase is neces- 
sary to correct maladjustments or in- 
equalities, to eliminate substandards of 
living, to correct gross inequities, or to 

"3 From the Board’s decision in the General Cable 
Co. (Case No. 247, August 5, 1942). 


‘4Amended Emergency Price Control Act of 
1942, Pub. No. 729 (77th Cong. [October 2, 1942]). 


aid in the effective prosecution of the 
war.’*S The Board is prevented from ap- 
proving any decreases in wages below the 
highest wages paid between January 1, 
1942, and September 15, 1942, “unless to 
correct gross inequities and to aid in the 
effective prosecution of the war.”’ In ad- 
dition, ‘no increases in salaries now in 
excess of $5,000 per year (except in in- 
stances in which an individual has been 
assigned to more difficult or responsible 
work), shall be granted until otherwise 
determined by the Director.” 

The cost-of-living yardstick is thus 
seemingly removed from consideration as 
a factor in wartime wage policy, pre- 
sumably on the assumption that the cost 
of living is now to be thoroughly stabi- 
lized. But beyond this the discretionary 
power of the W.L.B. to grant wage in- 
creases or decreases is practically un- 
limited, inasmuch as the W.L.B. is ex- 
pressly made the agency of the federal 
government to carry out the wage poli- 
cies stated in this order.*® Using the old 
yardsticks of inequalities, inequities, and 
substandards of living and adding the 
new one “‘to aid in the effective prosecu- 
tion of the war,” the discretionary power 
of the Board to grant increases or de- 
creases in wage rates would appear to be 
almost limitless and could be applied to 
change almost any wage situation exist- 
ing in the United States. Furthermore, 
the Board is specifically authorized to 
“make such exemptions from the provi- 
sions of the title [Title II] in the case of 

's Title II, sec. 2. In announcing its new wage 
stabilization policy on November 6, 1942, the 
W.L.B. said it would act on the presumption that 
wage rates prevailing on September 15, 1942 were 
proper. However, in defining ‘“maladjustments” 
the Board said it would consider requests for general 
increases in straight-time rates up to 15 per cent 
above the level prevailing on January 1, 1942—thus 


reviving the “Little Steel” formula in correcting 
maladjustments in wage rates. 


*6 Title ITT, Sec. 2. 





small total wage increases or decreases as 
it deems necessary for the effective ad- 
ministration of this order.’”*’ 

The one big advance which this execu- 
tive order makes over the previous wage- 
stabilization program is the extension of 
the Board’s jurisdiction over voluntary 
wage adjustments. It was long recog- 
nized that little progress in wage stabili- 
zation could be made as long as the 
Board’s jurisdiction was confined to 
wage disputes coming before it. The at- 
tempt to control voluntary wage in- 
creases or decreases in the absence of a 
rigid control over the labor supply, how- 
ever, must be viewed with a considerable 
amount of skepticism. There are no pro- 
hibitions in the order against payments 
for overtime work, against bonuses, pro- 
motions, reclassifications, etc. The only 
prohibitions are in relation to changes in 
wage rates. It is difficult to see how the 
Board can effectively control voluntary 
wage adjustments by payments for over- 
time, promotions, reclassifications, etc., 
unless it is given more effective control 
over the labor supply."* 

The only penalties provided in the 
order for violations of the wage-and- 
salary-stabilization policy are that any 
wage or salary payments made in con- 
travention thereof shall be disregarded 
by all governmental agencies in deter- 
mining the costs or expenses of any em- 
ployer under either the price control 
laws, the revenue laws, or any govern- 


*7 Title II, sec. 4. 


8 In fact, the Board has already recognized this 
problem in General Orders Nos. 4 and 5, in which 
wage adjustments may be made, without W.L.B. 
approval, by employers of less than eight employees 
and by any other employers if such wage adjust- 
ments are made as a result of: (a) individual promo- 
tions or reclassifications; (6) individual merit in- 
creases; (c) operation of an established plan of wage 
increases based upon length of service; (d) increased 
productivity under piecework or incentive plans; 
(e) operation of an apprentice or trainee system. 
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mental contracts. Presumably the im- 
plied penalties for violating any order of 
the W.L.B., however, still remain, i.e., 
government seizure and operation of the 
defiant plant or industry. 

How well this wage-stabilization pro- 
gram will succeed remains to be seen. It 
depends rather obviously upon how 
much use the W.L.B. makes of its very 
broad discretionary powers—particular- 
ly in granting wage increases—and how 
much co-operation it gets from industry 
and labor. But no one should be so opti- 
mistic as to assume that no more wage 
increases will be granted for the duration 
of the war, despite the fact that the 
W.L.B. denied general wage increases in 
two early cases coming before it after the 
presidential Executive Order was pro- 
mulgated.*® 

An acceptable national wartime wage 
policy should have at least a threefold 
objective: (1) as a control measure to 
help hold down a runaway period of in- 
flation; (2) as a protective measure to 
help maintain labor’s real wage and 
standard of living; (3) as an emergency 
measure to help ease the post-war re- 
adjustment period. 

The principal reliance for keeping 
down prices, profits, the cost of living, 
and the necessity for wage increases in 
the war period must be placed on govern- 
ment fiscal policy. The government must 
exert every effort to control prices by 
limiting consumer demand to the coun- 
try’s capacity to produce nonwar goods. 
This means that heavy taxation and 
widespread sales of “baby bonds” to 
consumers and wage-earners must be 
used to dry up excess consumer purchas- 
ing power from whatever source derived. 
If this is successful, the question of wage 


19 Sterling Engine Co. (Case No. 338, October 9, 
1942); and Ford Motor Co. (Case No. 234, October 
16, 1942). 
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policy in the war period will be largely 
answered. Only such wage changes as are 
necessary to equalize demand and supply 
in the labor market will be needed. No 
guide to wage policy, such as the cost of 
living or employer profits, would be per- 
tinent. 

The recent wage “‘stabilization”’ legis- 
lation and Executive Order discussed 
above represented the culmination of a 
popular conviction that no effective 
price controls could be achieved if wages 
were not rather rigidly frozen. As was 
pointed out above, the present regula- 
tions do not freeze wages as of a certain 
date but do attempt to stabilize them. 

The principal argument for including 
wages in an over-all price-control pro- 
gram has stressed the importance of 
wages as a cost of production—that if 
wages are uncontrolled prices will have 
to advance in order to cover the higher 
costs of production. This advance will 
lead to demands for higher wages to 
cover increased living costs, which will 
again send prices upward. 

The principal arguments against in- 
cluding wages in some rather rigid price- 
freezing regulations have stressed the 
fact that higher wages do not necessarily 
mean higher labor costs—that increasing 
labor productivity may offset any tend- 
ency toward higher unit labor costs and 
that the proportion of labor costs to total 
costs is rather low in many industries. In 
addition, labor points to the recent large 
profits that many war industries have 
been receiving. Two recent studies tend 
to support the general proposition that 
higher wages do not necessarily cause 
higher labor costs and higher prices. In a 
study of wage and price trends during 
1941, Dr. Lubin found that the com- 
modities whose prices rose first and fast- 
est had the lowest labor costs and that 
almost without exception price increases 


during 1941 preceded wage increases.” 
The other study was on labor produc- 
tivity in war industries.” It was found 
that, in manufacturing as a whole, man- 
hour output increased 8 per cent in 1940 
over that of 1939 and unit labor costs 
went down 3} per cent. In other words, 
wage increases in 1940 were more than 
offset by increased output per man-hour. 
In 1941 output per man-hour was 10 per 
cent higher than in 1940 whereas unit 
labor costs were only 2 per cent higher. 

While there are certainly elements of 
truth in both of these arguments, both 
seem to overlook the much more vital 
issue in the problem of wage-and-price 
control, namely, the consideration of 
wages and profits as distributive shares 
influencing consumer demand rather 
than as primarily a cost of production. 
The strongest argument for some wage- 
and-price-control measures in the war 
period centers around the necessity for 
limiting consumer demand. It is there- 
fore extremely doubtful how far govern- 
ment price-fixing will be successful as an 
effective device for controlling prices, 
wages, profits, and cost of living, unless 
it is coupled with the strongest govern- 
mental measures for limiting consumer 
demand. 

Entirely aside from the general ques- 
tion of desirability of some wage-control 
measure, the administrative problems in- 
volved in an attempt to enforce rigid 
wage limits would be tremendous. The 
usually suggested controls would freeze 
existing wage situations for the duration 
of the war. But until very recently there 
has been little suggestion that workers be 
“frozen” in their present jobs, i.e., that 
they be prevented from moving from 


2°Tsador Lubin, “Wage Policies and Price 
Trends,” Survey Graphic, XXXI (1942), 19-23. 

2t “Labor Productivity and Labor Costs, 1939- 
41,” Monthly Labor Review, LIII (1941), 1388-91. 
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places and industries in which wages are 
lower to those in which they are higher. 
And if employers wished to make some 
wage advances beyond those specified in 
a wage-control law, say to attract new 
workers or to hold existing workers, they 
could do so by promotions, reclassifica- 
tions, overtime, etc—none of which 
would be prohibited under most pro- 
posed wage-freezing plans. In other 
words, the implications of wage-freezing 
clearly extend such a program to one of 
freezing the worker in his job and com- 
pulsory rationing of labor. 

In concluding this survey and analysis 
of the development of a national war- 
time wage policy, the principles adopted 
by the Board on three related wage ques- 
tions should be noted. The problems of 
wage differentials between men and 
women war workers doing the same work 
in the same plants received the early at- 
tention of the Board and was rather 
promptly disposed of. The Board 
adopted the principle of equal wages for 
equal work and has applied this rule in 
all male and female wage-differential dis- 
putes.” This principle had been estab- 


227m re Breeze Corporations, Inc. v. United 
Automobile Workers (C.1.0.) (Case No. 23, May 22, 
1942); policy restated in several subsequent cases 


lished by the World War I Labor Board 
as one of the basic elements in its wage 
policy. In the questions of overtime 
wage payments and vacations with pay, 
the Board’s policy has also been fairly 
well established. In general, it may be 
said that the Board has accepted, the 
principle of time-and-one-half pay for 
overtime work in excess of eight hours 
per day and forty hours per week (but 
not for Saturdays, Sundays, and holidays 
as such); premium pay for night shifts; 
and vacations with pay.”? The Board’s 
decisions on premium pay for overtime 
and on paid vacations appear to reflect 
pretty largely existing legislative stand- 
ards or trade-union practices rather than 
any pioneering of its own in these fields. 


UNIVERSITY OF ILLINOIS 


(cf. the Cambridge Tile Mfg. Co. [Case No. 113, 
August 12, 1942]; Brown and Sharpe Mfg. Co. and 
International Association of Machinists [Case No. 
101, September 25, 1942]; and in General Motors 
Corp. ». United Automobile Workers of America 
(C.1.0.] [Cases 124 and 128, September 26, 1942]). 


23 Bower Roller Bearing Co. (Case No. 12, March 
11, 1942). International Harvester Co. (Cases Nos. 
N.D.M.B. 4, 4A, and 89, April 15, 1942); Babcock 
and Wilcox Co. (Case No. 68, April 22, 1942); 
Aluminum Co. of America (Case No. 66, February 
10, 1942); Arcade Malleable Iron Co. (Case No. 
N.D.M.B. 84, May 1, 1942); General Cable Co. 
(Case No. 247, August 5, 1942). 








FARM PROPERTY AND AGRICULTURAL POLICY 


LEONARD A. 


YENTY years ago American farm 
policy shifted drastically in its out- 
ward manifestations, but no one 

yet knows whether it has changed at 
heart. The issue will be forced in the 
post-war adjustment period, and the out- 
come will in no small way help to deter- 
mine what kind of a nation ours is to be. 

For about a hundred and fifty years 
American agricultural policy held to one 
persistent ideal: the establishment of a 
rural economy in which independent 
farmers had full and free ownership of 
their land. Instead of achieving this end, 
the ownership of farm property slipped 
further and further from the hands of op- 
erating farmers despite a host of meas- 
ures which were used to check the trend. 
About 1920 we stopped talking about the 
ownership goal for American agriculture. 
During the last two decades the objec- 
tives of farm policy have been set in 
terms of attaining certain prices for farm 
products or a certain level of farm in- 
comes. These goals have been achieved 
only to a debatable degree and for de- 
batable reasons. But, all the while, our 
agriculture has continued to slide even 
further away from reaching the full own- 
ership ideal. 

Contrary to common assumptions, the 
property ownership and the price-income 
objectives are by no means identical, and 
it is therefore important to ask whether 
the former ideal has actually been 
scrapped. The answer to this question 
will in large measure determine the fu- 
ture problems of farm policy and the 
nature of our whole national economy. 


SALTER, JR. 


I 


Over a span of nearly a century and a 
half, legislation was sought by the farm- 
ers, or sold to them, directly on the basis 
of its contribution to the promotion of 
the ownership of land by the actual 
tillers of the soil. This long campaign be- 
gan in 1777, when, upon the recommen- 
dation of the Continental Congress, the 
Colonial legislatures confiscated the Tory 
estates and parceled them out to inde- 
pendent yeomen. It virtually ended in 
1916, when the Federal Farm Loan Act 
was passed for the purpose of making it 
easier for farmers to pay for their land. 

During this long period the whole na- 
tion indicated its willingness to help agri- 
culture toward the free ownership ideal. 
After the Revolution the new state con- 
stitutions specifically prohibited long- 
term farm leases, quit-rents, and other 
traces of feudal land tenure. The North- 
west Ordinance of 1787 banned entail 
and primogeniture, and the nation 
fought a civil war to abolish the last out- 
ward forms of the manorial system in the 
South. 

The entire history of the disposal of 
the public domain, however checkered, 
reflects the persistent American hope of 
assuring an independent landowning ru- 
ral citizenry. From the Frontiersman’s 
Bill of 1800, through the recognition of 
squatters’ rights in 1841, free land under 
the Homestead Act, and federal under- 
writing of irrigation projects in 1902, to 
the stock-raising Homestead Act of 1916 
—all these and scores of other measures 
were passed in an attempt to guarantee 
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that newly opened land would be owned 
by its tillers. Even the acts which paved 
the way for the great timber steals were 
predicated on the help they would render 
to the farmers who were trying to estab- 
lish places of their own. 

It is easy to show that, despite all 
these public acts, American farmers as a 
whole lost rather than gained equity in 
their land. Even in 1880 one-fourth of 
our farmers were tenants, and only 62 
per cent of the value of farm real estate 
was owned by operating farmers. By 
1900, 35 per cent of our farms were ten- 
anted, and in that year only 54 per cent 
of the value of farms was held by the 
farm operators. After twenty years of 
rising farm incomes and steadily rising 
land values, American farmers in 1920 
held only a 46 per cent equity in their 
farms, and the percentage of tenancy 
moved close to the 40 per cent mark. 

Since the formation of the original 
farm bloc in Congress in 1921, the ideal 
of American agriculture has not been 
stated in terms of the full and free owner- 
ship of land by farmers. A certain level 
of farm income and a certain level of 
prices received by farmers have become 
the objectives instead. These aims were 
not unheard of prior to 1920, but they 
certainly were secondary to the property- 
ownership ideal. Conversely, since 1920 
equity in farm real estate has been a stat- 
ed objective of only a few programs of 
minor importance. These last include 
certain state moratoriums on farm- 
mortgage foreclosures, the further easing 
of farm credit, and the practically insig- 
nificant farm-tenant purchase program 
of the Farm Security Administration. 
The means by which the price-income 
goals have been sought have ranged 
from “orderly” marketing to production 
controls, benefit payments, and parity 
prices. And a suggested new program 
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would seek after “necessary price” and 
“equality income”’ levels. 

While these new features of farm pol- 
icy have taken the spotlight of attention, 
the equity of those who engage in agri- 
cultural production has continued to de- 
cline just as it did before 1920. The per- 
centage of tenancy has continued to grow 
or has been statistically stabilized be- 
cause some tenants have been reduced to 
day-labor status. And, by 1935, less than 
40 per cent of the value of farm real 
estate was owned by farm operators. 

It is not clear whether, in turning to 
income and price objectives, the earlier 
ideal of full and free ownership has been 
given up. Certainly it would be a mis- 
take merely to assume that the two kinds 
of aims are synonymous, for it is quite 
possible to have a program to attain a 
given price-income level without having, 
or without even trying to have, an agri- 
culture of full-owning farmers. No price- 
income program will assure full equity in 
farm land to the operating farmers as a 
whole, and by itself such a program may 
actually work in the opposite direction 
from the operator-ownership ideal. All 
this does not mean that price-income and 
property-ownership objectives are in- 
consistent or that both cannot be at- 
tained, but it does mean that we need 
to know what we are after and what is 
necessary to accomplish it. 


II 


Why is it that, through good times and 
bad, American agriculture has become 
less and less an agriculture of farm-owning 
operators? The answer to this question 
has been given for a few specialized areas 
in Carey McWilliams’ descriptions of the 
growth of corporation factory-farming. 
But the failure to achieve farm-operator 
ownership is also general in those larger 
sectors of our agriculture where family- 
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type farms still predominate and will 
continue to prevail for some time to 
come. 

The reason why our farm land has not 
been kept in the hands of farmers lies, 
first, in the fact that, as experience has 
shown, under a system of free ownership, 
it becomes necessary for those who 
would become owning farmers to pur- 
chase most of the capital value of their 
farms. How this situation comes about 
may be readily seen by briefly noting the 
various conditions under which farms are 
transferred from one farmer to another. 

The most pervasive type of farm prop- 
erty transfer is that which is occasioned 
by death. These transactions go on re- 
gardless of economic circumstances; 
whenever a farmer dies, there must be 
some settlement of his rights in the land 
which he has farmed. If a son or son-in- 
law takes over the operation of the farm, 
ordinarily he has to make the capital 
value of the other heirs’ shares available 
to them, and he gets the money to do this 
by encumbering the farm with a new 
mortgage. The co-heirs are not only sons 
and married daughters in the city; they 
also include widowed mothers, unmar- 
ried daughters, and other sons who may 
also be trying to acquire a farm. If the 
deceased owner has not been able to pay 
off his mortgage during his lifetime, then 
the minimum indebtedness of the new 
operator will be the amount of the un- 
paid mortgage. If, on the other hand, 
the deceased has been able to pay for his 
farm, the heirs will feel that the assump- 
tion of a new mortgage will not be unrea- 
sonably burdensome on the one who is to 
take over the operation of the home 
farm. 

Moreover, if farmers are able to pay 
off their mortgages, they may retire rela- 
tively early from active farming and live 
on the values they have thus accumu- 


lated. When they retire under these cir- 
cumstances, their sons and brothers are 
usually eager to become tenants on the 
farms which thus become available or to 
buy these farms under new mortgages. 
If times are hard, however, and farmers 
are not able to meet payments on their 
mortgages, foreclosures are made; and 
the creditor who becomes the new owner 
will rent the place to a tenant or sell it to 
a new farmer who assumes a new mort- 
gage. Also, there always are some trans- 
actions taking place as a result of the 
many vicissitudes of life which lead peo- 
ple to change their place of occupation 
and residence, and the new operators of 
these farms are tenants or indebted 
owners. 

In addition, there are two other kinds 
of farm real estate transactions which are 
coming to be of ever increasing impor- 
tance. First, there are numerous farm 
transfers in which unusually capable, ag- 
gressive operators extend their holdings 
to enlarge their enterprises in order to 
take advantage of new developments in 
farm machinery and production tech- 
niques. Second, there are purchases of 
farms to be rented out for purely invest- 
ment purposes. These purchases are in- 
creasing in frequency because of the gen- 
eral distrust of paper investments, the 
low rate on government bonds, the op- 
portunities that farm properties are sup- 
posed to provide to avoid income taxes, 
and the feeling that even in the event of 
economic or political chaos farm lands 
will remain real and safe. 

Quantitatively, all these transactions 
amount to this: that American farms 
somehow change hands about once in 
every fifteen to twenty years. The net 
effect of this turnover is the increase in 
tenancy as the amount of good farm land 
that is open for purchase by new opera- 
tors shrinks, and the certainty that those 
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new operators who are not tenants will 
sign up to pay for at least the full value 
of the properties they undertake to oper- 
ate. The enlargement of family-type 
owner-operated farms and the invest- 
ment purchase of farms to be rented may 
be considered as aggravating forces in 
that they decrease the land available for 
new owners. But, even without these 
types of land transfers, it would still be 
necessary for new operators to try to pay 
for the capital value of their farms if they 
would become owners free of debt. This 
situation will remain true under a sys- 
tem of free ownership as long as farmers 
more than reproduce themselves. 


III 


We can now see that, to attain full and 
free ownership of farms by operating 
farmers, it will be necessary for each gen- 
eration of farmers to be able to pay for 
the value of their farms. It is this re- 


quirement that our farmers as a whole 


have not been able to meet. Why is it 
not possible for farmers to pay for their 
farms? Strangely enough, the problem 
can be clearly illustrated by considering 
the case of those farmers’ sons and 
brothers who go into nonfarming occupa- 
tions. The illustration, while hypotheti- 
cal, will also serve to introduce a consid- 
eration which will become of importance 
later in our analysis. 

It is an accepted fact that the great 
majority of industrial workers who earn 
less than $2,000 per year ‘cannot expect 
to pay for property which costs over 
$4,000. It is partly because of this fact 
that there is wide agreement on the ne- 
cessity of public subsidies for urban 
housing. Yet in agriculture, where a 
$2,000 annual labor income is also re- 
garded as substantial, farmers contract 
in advance to acquire equity in the 
$6,000, $10,000, or even $20,000 proper- 
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ties which they operate. No one would 
advise the farmer’s son who goes into in- 
dustrial employment to sign an advance 
agreement to buy, say, a $6,000 piece of 
property during his productive life, un- 
less he had an assured annual income of 
$3,000 per year. Yet his brother on the 
farm may not uncommonly assume a 
$6,000 mortgage for only a moderate 
farm enterprise even though he has never 
expected a labor income of more than 
$1,000 a year. 

When a farmer undertakes to own a 
farm, he contracts in advance to save up 
whatever part of the farm value he can- 
not pay for in cash on the spot. There are 
only four ways by which he can fulfil this 
contract. First, he can force down his 
family’s plane of living and put the sav- 
ings thus made into the purchase of his 
farm. This method has been often used 
in the past. But with farm values as 
large as they are at present one can- 
not reasonably expect many farms to be 
paid for by this means. Second, it is pos- 
sible to acquire an equity by taking part 
of the value of the farm property out of 
the basic productivity of the soil or out 
of the condition of the appurtenances. 
When a farmer has finished paying for a 
farm by this method, of course the place 
will be worth less than it would other- 
wise be, but the farmer will at least have 
ownership in what remains of the farm. 
This method has not infrequently been 
used. The third method by which farms 
can be paid for is by cash acquired from 
other sources than the farm earnings. 
Inheritances are the most common of 
these sources, but, as has been shown, 
these usually cover but a fraction of the 
value of the farm to be bought. Similar- 
ly, savings accumulated while laboring as 
farm hands, tenants, or nonfarm workers 
are usually sufficient to cover only small 
down payments on farm properties. 





TS 


oS ee * /  * 8°) 


~~ wT ~~ FF 


FARM PROPERTY AND AGRICULTURAL POLICY 17 


The fourth alternative is often re- 
garded as the most reasonable method of 
getting farms into the hands of operating 
owners. It may be suggested that we 
should raise farm prices and farmers’ in- 
comes high enough to enable farmers not 
only to enjoy a decent American plane of 
living but also to pay for their farms. 
But this is not easy, and for an almost 
obvious but generally overlooked reason. 
If farm incomes advance, the earning- 
power of farm landownership will raise 
the value of farms to new heights, the 
cycle of farm transfers will speed up, and 
the mortgage debts assumed by the new 
operators will be greater than those 
which will have been paid off by the 
then-retiring farmers. The settlement of 
the estates of deceased farmers and all 
other land transfers would take place at 
increasing values. And on top of all these 
forces there would be increasing pressure 
from those active farmers who would be 
enlarging the scale of their operations 
and investors who would buy farms to 
lease at high rental rates. 

The conditions just described would 
take on the proportions of a land boom. 
All that is required to get it under way is 
merely to get farm incomes up high 
enough to allow farmers to have a mod- 
est level of living and in addition to be 
able to buy their farms. 

It is this spiraling of land values 
through the normal processes of farm 
land transfers that will play havoc with 
any price-income objectives if the full 
and free ownership ideal is also to be 
sought after, unless other important con- 
ditions are met. These necessary corol- 
lary conditions are observable in the 
present emergency. 

At the present moment American 
farmers apparently are making some 
progress in acquiring farm equities be- 
cause, while farm incomes have suddenly 


jumped over 50 per cent in the past 
year, farm land values have as yet risen 
less than 12 per cent. This favorable sit- 
uation for the accumulation of equities in 
farm properties can prevail even for a 
short period only because certain other 
factors are also present. First, the in- 
crease in farm prices and incomes has not 
been a slow progressive movement but 
has been a quick, unexpected spurt. Sec- 
ond, in view of the long, agonizing pe- 
riod of depression that our whole eco- 
nomic system has been through, people 
generally have old accounts to pay up. 
Third, under patriotic appeals for pro- 
ductive efforts, farmers are deterred from 
retiring even if they happen to be in a 
position to do so. The fourth, and by all 
odds the most important, reason is that 
entrance into farming is now restricted. 
It is curbed economically by the fact that 
farmers’ sons can now find employment 
at unusually high wage rates in industry. 
It is restricted artificially by the fact that 
thousands of other farm boys have been 
inducted into the armed services. As 
long as the potential demand for farms 
which these sons might otherwise assert 
is held back, it will be possible for agri- 
culture as a whole to make some gains 
toward full ownership of farms by their 
operators. 

There are, therefore, excellent possi- 
bilities for a general post-war rise in land 
values when men are discharged from the 
armed services and when war industries 
begin to slow down. It is reasonable to 
expect that some of the family savings 
which are now made possible by high in- 
dustrial wage rates will be used as cash 
down payments on farms as soon as any 
letup occurs in our industrial operations. 
And the demand for farms by returning 
soldiers is one of the most persistent phe- 
nomena in all history. The demands for 
farms by returning soldiers and displaced 
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war workers will be the demands of peo- 
ple who know farming and rural life. 
The rise in land values will not simply re- 
flect the fact that thousands will be seek- 
ing farms but will be based on the fact 
that in the prior years farmers will have 
been able to make progress in paying for 
their farms. The important implication 
of this coming situation is not simply 
that many farmers will in the next few 
years be able to accumulate equities and 
that we will probably experience a land 
boom. More important is the fact that, 
for American agriculture as a whole, the 
net result of the war and post-war farm 
activity will be that farm operators will 
again turn out to own a still smaller part 
of their farms. 

These observations indicate the scope 
of the problems which soon will have to 
be faced in agricultural policy. Any fur- 
ther decreases in the ownership of farm 
values by operating farmers must start 
down from a point that is already around 
40 per cent. To reverse the trend, which 
has persisted throughout the history of 
American agriculture, will require an im- 
mense effort. On the other hand, if the 
trend goes on along its historical course, 
we will have a new set of problems forced 
into our farm-policy discussions. We 
may never make a conscious decision as 
to whether the historical goal is to be 
abandoned, but our actions will never- 
theless set the pattern for things to come. 


IV 


We may look at the alternatives which 
agriculture faces, if the goal of full and 
free ownership is to be sought after, if 
full but not free ownership is to be at- 
tained, or if operating farmers are to own 
a very small part of the value of their 
farms. 

The conditions under which full and 
free ownership can be secured are the 
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easiest to explain but not the easiest to 
achieve. Our analysis has shown that, 
under free ownership of private property, 
most new farm operators have to try to 
buy the ownership of their farms out of 
the earnings of those farms. As a matter 
of national policy, we cannot encourage 
farmers to make these purchases by re- 
ducing the scale of living of their families 
or by selling the basic physical produc- 
tivity of their soils. Inheritances and 
gifts cannot be enough. Farmers can 
safely pay for their farms only if their in- 
comes are sufficiently high to allow both 
a decent standard of living and the re- 
duction of mortgage indebtedness. But, 
as this last condition is reached under 
normal conditions, land values increase 
and tenancy and indebtedness increase, 
and the full ownership of farms is pushed 
further out of the reach of farmers. 

There can be an end to this treadmill 
race between high incomes and increased 
tenancy or debt only if the alternatives 
open to farmers’ children offer equally 
attractive opportunities. If most Ameri- 
can farmers are to be able to maintain, 
say, a $1,500 net annual income besides 
paying for a $6,000 or $10,000 farm in 
thirty-three years, then there must be 
alternatives in nonfarm employment 
open to the farm boys for whom farms do 
not exist that will also allow them to earn 
$1,500 a year and to save up an addi- 
tional $6,000-$10,000 during thirty- 
three years of productive effort. To the 
extent that these equal opportunities are 
lacking in industry, tenancy and farm 
mortgage indebtedness will continue to 
grow faster than farm incomes. 

Perhaps the American economy can- 
not be so ordered that the nonfarm occu- 
pations open to the surplus farm popula- 
tion will give a net remuneration equal to 
annual net farmer earnings plus the ac- 
cumulation of an amount equal to the 
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value of a farm. If this be true, and it 
may well be, we need to be realistic 
enough to look at the alternatives to the 
full, free ownership goal, because it is 
then certain that the bulk of our farmers 
will never experience that ideal estate. 

The second alternative is to restrict 
the freedom of inheritance so that new 
generations of farmers will not have to 
buy a large portion of the capital values 
of their fathers’ farms. This would mean 
that operating farmers would gain 
greater equity in their farms at the price 
of the free ownership of their properties. 
Because this line of attack would assure 
the passing of farms down through gen- 
erations of a family and would thus give 
greater stability to rural communities, it 
may receive some applause from emo- 
tional agrarians. But it is yet to be 
shown that the advantages of such a sys- 
tem would outweigh those of the free 
ownership system. 

The reversion to some form of re- 
stricted inheritance of farm real estate 
would make for a more protective hus- 
banding of our soil resources and would 
throw off much of the yoke of farm in- 
debtedness. On the other hand, it would 
be anathema to the American concept of 
democratic opportunity and would re- 
quire an overhauling of the inheritance 
laws of every state. The essentially un- 
democratic aspect of restricted inheri- 
tance lies in the fact that, while the farm- 
ers’ sons who are fortunate enough to ob- 
tain their fathers’ farms have a guaran- 
teed job opportunity, their brothers 
would be forced to hunt for employment 
that would be less secure and also less 
remunerative. 

Not the least of the difficulties in re- 
stricting free inheritance lies in the legal 
tangles that would be sure to ensue. It 
has been found that in every other coun- 
try which has a form of restricted in- 


heritance a mass of rules and regulations 
is necessary to its administration in order 
to prevent the freezing of uneconomic 
farm sizes, to take care of special family 
circumstances, to prohibit the accumula- 
tion of protected concentrations of 
wealth, and to insure some measure of 
justice for those who are automatically 
disinherited. 

The third alternative is to look for- 
ward to the problems of an economy in 
which operating farmers own but a small 
fraction of their farm equities. This al- 
ternative is the most realistic, for the 
first will require a measure of prosperity 
for the industrial wage-earner that only 
the most idealistic would expect to be 
achieved within the calculable future; 
and the second would require the specific 
renunciation of our historic dream of a 
democratic agriculture. While this his- 
toric objective will continue to slip away 
anyway, it will probably happen without 
any direct conscious decision, especially 
if the issue can be overshadowed by the 
conjuring of expedients which look like 
substitute goals. Nevertheless, as the 
equity held by operating farmers declines 
further, our farm problems will begin to 
assume a new character. Let us see what 
some of these changes may involve. 

The first issue that must be taken into 
account has to do with the administra- 
tion of farm income and price programs 
when farmers own a very small share of 
the property they operate. Unless pro- 
grams designed to aid the working 
farmer are carefully drawn, the nation 
may find that the beneficiaries of its gen- 
erosity are not working farmers but per- 
sons living on farm rent, interest, and 
mortgage payments. The question that 
will need attention is how we can assure 
operating farmers a decent standard of 
living when as tenants they share their 
increased receipts with landlords and 
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when as owners their increased receipts 
force them to contract for even higher 
capital payments for their farms. 

This question has already been mildly 
raised in connection with the Agricul- 
tural Adjustment Administration pay- 
ments in the South because some people 
became interested in the welfare of share- 
croppers, and share-croppers were not 
receiving the benefits of the program. 
The same question has not yet been 
made an issue in other sections of the 
country where tenancy is as high or even 
higher than it is in the South. But as 
farm relief payments out of the general 
Treasury increase, and as federal taxes 
begin to affect the lower-income citizen 
more harshly, the public may wish more 
specific assurance as to the beneficiaries 
of public expenditures. To assist the 
working farmer to obtain a decent level 
of income is an objective that the Ameri- 
can people as a whole have willingly ac- 
cepted. But if operating farmers do not 
own the capital values of their farms and 
if the real owners of the farms share in 
farm program benefits in proportion to 
the amount of farm capital they own, 
then the low-income taxpayer may feel 
that his taxes are going into the wrong 
pockets. It may require ingenuity to de- 
vise a farm relief program that has the 
proper check valves on the flow of bene- 
fits to various types of farm-income re- 
cipients, but whoever does it will make a 
greater contribution than the many ex- 
perts who have spent their efforts in try- 
ing to squeeze two statistical lines to- 
gether. 

A second major issue that will assume 
greater proportions as farmers’ equities 
continue to decline will be that of farm 
credit. The natural pressure of less than 
full-owning farmers is for lower interest 
rates, but this type of relief is even more 
immediately reflected in higher land val- 
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ues and increased indebtedness than is 
increased income. The easing of farm 
credit arrangements will not increase the 
equity of farmers in their farms, but it 
will move a higher proportion of the to- 
tal farm indebtedness into the hands of 
government agencies. This type of land 
nationalization raises a nest of problems 
of its own, not the least of which is the 
fact that the manipulation of the whole 
agricultural economy will be more easily 
subject to political pressures. As the pro- 
portion of farm equities held by the pub- 
lic lending agencies grows, farmers may 
tend to give up the quest for full owner- 
ship almost entirely and to regard the 
payment of interest on their loans as a 
form of rent. In this case, the govern- 
mental lending agencies will feel the full 
pressure of the attempts of the surplus 
farm population to gain access to a rela- 
tively limited number of farms. As farm 
incomes are stabilized and the credit ar- 
rangements lightened, this pressure will 
naturally increase unless alternative non- 
farm employment is equally attractive. 
When earning opportunities are general- 
ly slack, it will indeed require an im- 
mense amount of wisdom to administer 
the public credit institutions. It is not in- 
conceivable that an uncomfortable pin- 
cers movement would be effected on the 
lending agency. On the one hand, those 
who had farms would seek even more 
favored treatment. This action would 
follow the general tendency that when- 
ever the government is landlord or credi- 
tor for a vocal group, if those who cannot 
meet their obligations are given relief, 
then the others, who can meet their obli- 
gations, may hesitate to do so. On the 
other hand, the farmers who do not have 
farms but who would like to have them 
may even demand the parceling of exist- 
ing farms to meet their needs. 

A third set of problems will stem from 
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the increase in tenancy itself. So far, 
American tenants generally have re- 
tained the hope of eventual farm owner- 
ship. If these aspirations vanish, our 
agricultural problems will begin to take 
on a new character. The status of tenant 
has so far been looked upon as a tem- 
porary station. If it comes to be more 
like a caste, the tenants may begin to 
organize as a group. In the areas where 
corporation farming has proven profit- 
able, the emerging problems have re- 
volved around employer-employee rela- 
tions in agriculture. In sections of the 
South where share-croppers have been 
reduced to wage-labor status, they have 
begun to assert the rights of their new 
position—those of collective bargaining 
and group action. 

Landlord-tenant law is perhaps one of 
the best-established phases of our legal 
system, but this condition is more likely 
the result of old tradition than of great 
use. There is little basis for predicting 
just how our present legal system would 
stand up if tenants began to put it under 
severe test. In other countries with an 
extensive tenantry, it has become neces- 
sary to establish special courts, ap- 
praisers, and arbitration committees, 
and the regulation of landlord-tenant re- 
lations has gone far enough to include the 
arbitration of rent levels as well as the 
details of lease contracts. In this coun- 
try, under our present division of powers, 
landlord-tenant problems will have to be 
controlled by the special action of forty- 
eight separate states. 

The development of agricultural pol- 
icy problems more closely akin to indus- 
trial employer-employee problems will 
also be reflected in respect to old age pen- 
sion provisions. In the past those 
farmers who have been able to acquire 
ownership of their farms have had this 
equity available as a form of old age an- 


nuity. As an increasing number of farm 
operators spend their lifetimes as in- 
debted owners or as tenants, this type of 
provision for old age income will become 
increasingly rare, and the extension of 
public old age insurance systems to farm 
labor, farm tenants, and farm owner- 
operators will become a real issue. 

Finally, consideration may be given to 
the replacement of the mortgage instru- 
ment as a means of supplying capital to 
farmers. We may briefly note one possi- 
bility in this connection. One proposal 
would be to change over from mortgage 
capital to share capital. This arrange- 
ment would mean that the creditors of 
the farmer would hold shares of stock in 
the farm enterprise. The stock would 
never need to be paid off, and thus the 
farmer would be relieved of attempting 
to buy the capital value of his farm un- 
less special circumstances put him in a 
position to make this move. Unlike the 
mortgage-holder, the shareholder would 
obtain a return in accordance with the 
earnings of the farm: in good years the 
shareholder would receive a dividend; in 
poor years he would have no claim to 
press. The share-capital plan has at least 
one aspect that would make it unpalat- 
able, given the American farmer’s dis- 
position to manage his own affairs. 
Stockholders, in a technical sense at least, 
have the privilege of participating in the 
management of the enterprise, so unless 
the farmer were able to own 51 per cent 
of the capital value of his farm, he would 
be in effect but a farm manager. This 
idea has not yet received widespread at- 
tention, but we may expect it to be the 
subject of greater discussion as these nu- 
merous New problems of agriculture come 
to the fore. 

V 

If this review of impending issues in 

farm policy appears pessimistic, this fact 
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only adds to the importance of stating 
our problems boldly and simply. The op- 
portunity for intelligent, corrective, dem- 
ocratic action will be enhanced by ad- 
mitting what we are up against. A sure 
way to get unintelligent or undemocratic 
action is to refuse to face the facts until 
the situation becomes so severe as to 
require grasping at straws. In every 
country in history the question of an 
equitable land tenure system for farm 
lands has been a major issue. If we seem 
to have escaped it in this country, it is 
nonetheless an illusion rather than a 
reality. And now that the American na- 
tion has reached a condition of what 
some economists are calling a “mature 
economy,” these questions are bound to 
press us even more than in the past. 
The illusion of not having a farm prop- 
erty ownership problem existed to some 
extent even prior to 1920, because the 
influx of immigrants, the settling of our 
public domain, and the tremendous ex- 
pansion of our industrial economy tended 
to mask the decline in farmer ownership 
that was taking place. Since 1920 the il- 
lusion has been sustained because our at- 
tention has been directed to other, and 
probably more superficial, issues. We 
have acted as if parity price, necessary 
price, cost of production, equality in- 
come, or parity income objectives would 
in themselves assure us the kind of an 
agriculture we have wanted. To say that 
they will not accomplish this is not to 
deny the validity of the farmers’ demand 
for a decent plane of living. Anyone who 
has had an opportunity to watch Ameri- 
can agriculture during the past decade 
does not need detailed evidence to be 
convinced that our farmers have been in 
a serious plight. The American people 
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have shown that they will support gen- 
eral programs for the improvement of 
agricultural conditions. But it is no serv- 
ice to agriculture or to the American na- 
tion as a whole merely to speed up the 
agricultural treadmill by a partial state- 
ment of the goals to be achieved. 

Under a system of free ownership, as 
we have shown, the farmer must attempt 
what few industrial workers ever try 
to do: to contract to buy the ownership 
of his home and of the capital goods with 
which he works. If the nonfarm worker 
cannot do this, neither can the farmer do 
it, if only because many of the industrial 
workers are farmers for whom there are 
no farms. 

We need, to be sure, a proper balance 
between industry and agriculture in or- 
der to have a sound economy. This bal- 
ance can be argued for on principles of 
justice. But, whether or not it is pur- 
posively sought for this reason, some 
measure of balance will be effected any- 
how because of the existence of a surplus 
farm population. We need to know, 
therefore, whether we are to seek a level 
of income for both the farmer and the 
wage-earner which allows a decent level 
of living plus the chance to acquire own- 
ership in property, or whether we are to 
plan to meet the problems of a farmer 
population which, like the industrial 
population, does not have much of a 
stake in property ownership. In this 
view it can easily be seen that the farmer 
should not be encouraged to direct his 
dissatisfaction in not acquiring property 
ownership against the labor groups which 
do not even try to achieve it and which 
include his relatives who cannot find 
farms to operate. 
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ABILITY OF THE BANKING SYSTEM TO ABSORB 
GOVERNMENT BONDS 


JAMES C. DOLLEY 


LTHOUGH the nation has become 
A accustomed to governmental def- 
icit-financing as a result of 
twelve consecutive years of unbalanced 
budgets, the size of the prospective war- 
time deficits is somewhat staggering. 
For the nine peacetime years of the New 
Deal, federal deficits aggregated the huge 
total of $29.227 billion. For the fiscal 
year ending June 30, 1942, a deficit of 
almost $20 billion was realized, and for 
the current fiscal year a deficit of at least 
$50 billion is now anticipated.? If this 
latter expectation is realized, the pro- 
spective federal government debt on 
June 30, 1943, will be somewhere in the 
neighborhood of $125 billion. 


To meet the $77 billion of expendi- 
tures budgeted for the fiscal year 1943, 
the Treasury apparently will be required 
to borrow some $53 billion.’ In general, 
loan funds can be obtained from four 


sources: from individuals, from non- 
banking corporations and institutions, 
from commercial banks, and from the 
Federal Reserve banks. (This ignores a 
fifth source of financing—the issuance of 
fiat currency, which it is to be hoped the 
government will never use.) Of the $53 
billion to be borrowed, it is estimated 
that individuals will take $12 billion in 


* Covering the period July 1, 1933—June 30, 
1941. : 
? Estimates submitted by the Budget Bureau in 
April, 1942, indicated a prospective deficit of 
$49.223 billion for the fiscal year ending June 30, 
1943. 

3 In mid-October, President Roosevelt estimated 
total Treasury expenditures for the current fiscal 
year at slightly over $80 billion. 


the form of war savings bonds.‘ Endow- 
ment funds, insurance companies, sav- 
ings banks, and other nonbanking or- 
ganizations will buy another $6 billion of 
government obligations. The remaining 
$35 billion must necessarily be absorbed 
by the commercial banks and/or the 
Federal Reserve banks. In all probabil- 
ity the former institutions will take 
nearly all of this huge total. 

This prospect naturally raises the 
question as to whether it is possible for 
the banking system to absorb an addi- 
tional $35 billion of government obliga- 
tions during the current fiscal year. As of 
June 30, 1942, member-banks held 
$24.086 billion of governments.’ (Of ne- 
cessity, the discussion from here on will 
relate to member-banks and the Federal 
Reserve banks only, adequate data as to 
the operations of nonmember banks not 
being available. If anything, this means 
that the credit-expansion potentialities 
discussed later are underestimated.) If 
these banks should purchase a further 
$35 billion during the fiscal year 1943, 
their total holdings would aggregate $59 
billion on June 30, 1943. Under present 
reserve provisions, is such an expansion 

4 It is reasonably apparent now that the $12 bil- 
lion quota in war savings bonds will not be met. 
For the period July through November, such sales 
aggregated $4.023 billion, an average monthly rate 
of $0.805 billion. A total sale of $9-$10 billion for 
the year now seems probable. On the other hand, the 
$6 billion estimate of sales to nonbanking institu- 
tions may well be exceeded. That result seems to be 
indicated by the success of the Treasury “tap” bond 
offering in August, for which $1.236 billion in sub- 
scriptions was received. 


5 Federal Reserve Bulletin, August, 1942, p. 818. 
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of bank credit possible? The answer to 
this question is a very positive “yes.” 

The purpose of this article is to indi- 
cate very roughly the amazing credit- 
expansion possibilities of our banking 
system as it is now set up. Necessarily, 
numerous assumptions must be made, 
and the figures expressed in round num- 
bers. Further, the aggregates of primary 
and secondary credit expansion, com- 
puted under various reserve require- 
ments, represent maximum potentials 
and take no account of complicating fac- 
tors which might develop and interfere 
with the reaching of these limits. For ex- 
ample, a revival of hoarding on a large 
scale could raise the quantity of money 
in circulation to extreme levels and thus 
reduce the reserve base for credit expan- 
sion. 


PRIMARY CREDIT EXPANSION UNDER 
PRESENT LEGAL RESERVE 
REQUIREMENTS 


First, let us look at the possible pri- 
mary credit expansion under present 
member-bank legal reserve requirements. 
As of August 19, 1942, the member- 
banks were reported to have $2.103 bil- 
lion of excess reserves.® This sum repre- 
sents loanable funds, and all of it could 
be invested immediately in government 
obligations. Such purchases by the mem- 
ber-banks would increase their holdings 
of governments by $2.103 billion and de- 
crease their “lawful reserve” accounts by 
the same amount but would not imme- 


* Jbid., October, 1942, p. 1003. The date of Au- 
gust 19 was selected because this was the latest avail- 
able date prior to reductions in member-bank legal 
reserve requirements. Effective August 20, the 
Board of Governors ordered legal reserve rates on 
demand deposits carried in member-banks located 
in central reserve cities lowered from 26 per cent to 
24 per cent. On September 14 and again on October 
3 this rate was successively lowered to 22 per cent 
and to 20 per cent. 


diately change their deposit liabilities 
(assuming all purchases to be paid for by 
drafts drawn on the Federal Reserve 
banks).’? So far as the Reserve banks are 
concerned, the transaction would merely 
convert $2.103 billion of member-bank 
deposits into government deposits, leav- 
ing their total assets and total liabilities 
unchanged. 

As the Treasury spends these new de- 
posit balances (by drafts paid by the 
Reserve banks), the drafts drawn would 
be deposited in member-banks, increas- 
ing their demand deposits and (as the 
drafts were cleared) their lawful reserve 
accounts with the Reserve banks by 
equal amounts.* Of the $2.103 billion in- 
crease in the lawful reserve accounts, one- 
fifth, or $0.421 billion, would be required 
as additional reserve covering the $2.103 
billion of new member-bank deposit li- 
abilities. The remaining $1.682 billion of 
increase in lawful reserve accounts would 
be loanable funds which could be in- 


7 In practice, member-banks pay for government 
bonds in various ways: by draft on their balance 
with the Federal Reserve banks, by draft on corre- 
spondent banks, or merely by crediting a “Treasury 
deposit account” on their own books, these deposits 
being transferred subsequently, as requested by the 
Treasury. Regardless of the mode of payment, the 
ultimate effect on the position of the subscribing 
banks is the same. For the sake of simplicity, this 
article assumes that member-banks pay for all bond 
purchases by drafts on their reserve balances with 
the Federal Reserve banks. 


8It is assumed throughout this article that all 
drafts drawn by the Treasury will be deposited in 
member-banks. This, of course, is not likely to oc- 
cur; but the assumption is necessary, as it is impos- 
sible to compute a multiple of credit expansion for 
nonmember banks with their widely varied legal 
reserve requirements. 

It is further assumed that all member-bank de- 
posits resulting from Treasury expenditures will be 
“demand” deposits. This probably will prove to be 
the case, as the prospect is for a shrinkage, rather 
than an expansion, of time deposits. However, to the 
extent that demand deposits are replaced by time 
deposits, the potential expansion of bank credit will 
be increased because of the lower primary reserves 
required against the latter liabilities. 
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vested promptly in additional govern- 
ment obligations. This new purchase 
would affect the position of the member- 
banks and of the Federal Reserve banks 
as outlined above, and the process of 
lending (purchasing government bonds), 
checking out (by the Treasury) the pro- 
ceeds of the loans, depositing Treasury 
drafts in member-banks, etc., could con- 
tinue theoretically until all of the original 
$2.103 billion of excess reserve was tied 
up as primary reserve behind five times 
$2.103 billion, or $10.515 billion, of new 
member-bank deposits. Excess reserve 
balances on hand August 19, therefore, 
would permit member-banks to purchase 
an additional $10.515 billion of new gov- 
ernment obligations. 

The above formula assumes an aver- 
age primary reserve ratio for member- 
banks of 20 per cent against demand de- 
posits. As of August 19, this was approx- 
imately correct, as the average legal 
reserve requirement then was about 18 
per cent of the total demand deposits and 
till-money needs probably did not exceed 
an additional 2 per cent.° 

Thus, by using existing excess reserves 
to the limit, the member-banks could ab- 
sorb some $10.5 billion of new govern- 
ments. This, of course, is less than one- 
third of the $35 billion of Treasury financ- 
ing which the commercial banks are 


9 Total member-bank demand deposits on June 
30, 1942 (including United States government de- 
posits, interbank deposits, foreign bank deposits, 
and certified and cashiers’ checks), were $51.173 bil- 
lion. The legal reserve required against these de- 
posits was $9.209 billion, or 17.996 per cent. Since 
member-banks are allowed to compute their legal 
reserves on their gross demand deposits less their 
float accounts and domestic correspondent balances, 
the average legal reserve requirement against “ad- 
justed demand deposits” was approximately 22 per 
cent. 

On June 30, 1942, member-banks held $1.022 bil- 
lion of cash in their vaults, against $63.404 billion of 
total demand and time deposits—a till-money ratio 
of 1.61 per cent. 
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expected to care for during the current 
fiscal year. 


PRIMARY CREDIT EXPANSION UNDER 
LEGAL RESERVE REQUIREMENTS 
LOWERED BY 50 PER CENT 


However, under existing law, the 
Board of Governors is authorized to 
lower the present level of member-bank 
legal reserve ratios by as much as 50 per 
cent."® If these reserves should be cut the 
full 50 per cent now permitted, the po- 
tential primary credit expansion would 
be vastly increased. 

Total member-bank “lawful reserve” 
balances on August 19 were $12.653 bil- 
lion, of which $10.550 billion were re- 
quired reserves and $2.103 billion were 
excess reserves." If the required legal re- 
serves were cut in half, excess would in- 
crease by $5.275 billion, i.e., to $7.378 bil- 
lion. This entire amount, of course, could 
be immediately invested in government 
obligations. Then by the process of pri- 
mary credit expansion just outlined, the 
deposits of the member-banks could be 
expanded by approximately nine times 
the original excess reserve, or by $66.402 
billion. The multiple of nine is used on 
the theory that the new primary reserve 
ratio would approximate 11 per cent—9 
per cent of average legal reserve plus 2 
per cent of till-money. By the simple ex- 
pedient of cutting member-bank required 
legal reserves in half, the commercial 
banking system would be able to absorb 
some $66 billion of new government obli- 
gations. This figure is almost double the 
prospective volume of $35 billion in gov- 
ernments which the banking system will 
be called upon to purchase during the 
current fiscal year. 

*° As was indicated earlier, the process of lowering 
member-bank legal reserve requirements has already 
begun. 

*t Federal Reserve Bulletin, October, 1942, p. 1003. 
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SECONDARY CREDIT EXPANSION UNDER 
AUGUST 19 RESERVE REQUIREMENTS 
Huge as is the possible primary credit 
expansion, it is dwarfed by the potential 
secondary credit expansion. It will be 
noted that primary expansion involves 
no borrowing from the Federal Reserve 
banks; it requires merely the complete 
utilization of member-bank excess re- 
serves. Secondary credit expansion, on 
the other hand, starts off with Reserve 
bank lending and is based upon the “free 
gold,” or excess gold reserves, of these 
banks. It is thus under the direct control 
of the central banks and can be pre- 
vented altogether merely by their refusal 
to lend. In the following discussion it is 
assumed that the Federal Reserve banks 
are willing to lend by purchasing govern- 
ment obligations either directly from the 
Treasury or from the open market and 
that these purchases are made to the 
limit permitted by reserve requirements. 

The Federal Reserve banks are re- 
quired to hold a minimum of 40 per cent 
in gold against their outstanding federal 
reserve notes and, in addition, 35 per 
cent either in gold or in “lawful money” 
against their deposit liabilities.” For the 
moment, let us consider that this latter 
reserve requirement is met with gold 
also. Further, we will assume that the 
full limit of primary credit expansion un- 
der an average 20 per cent primary re- 
serve ratio has been realized." 


"2 Federal Reserve Act, sec. 16. 


13 In actual experience it would be impossible for 
the full limit of primary credit expansion to be realized 
before secondary credit expansion was undertaken. 
This is true because some member-banks would ex- 
haust their excess reserves long before others. To 
enable the former banks to continue to buy gov- 
ernment securities, Reserve bank lending would be 
necessary. Already this overlapping is in evidence. 
Despite the fact that member-bank excess reserves 
in the aggregate still exceed $2 billion, the Reserve 
banks have bought substantial blocks of govern- 
ments in the open market and now are actively en- 


As of August 19, the Reserve banks 
held $20.548 billion of gold certificates 
to serve as reserve behind $14.236 
billion of deposit liabilities and $9.923 
billion of federal reserve notes outstand- 
ing.“4 If primary credit expansion had 
reached its full limit, the member-banks 
on that date would have purchased an 
additional $10.515 billion of government 
securities and at the same time would 
have increased their deposit liabilities by 
an equal amount. At an average rate of 2 
per cent, these new deposits would have 
required additional till-money amount- 
ing to $0.210 billion, all of which, it is 
assumed, would be in the form of new 
federal reserve notes. This would mean 
that, on the books of the Federal Re- 
serve banks, member-bank deposit bal- 
ances would have been decreased by 
$o0.210 billion and federal reserve notes 
outstanding would have been increased 
by an equal amount. In other words, 
member-banks would have converted 
$o.210 billion of their Reserve bank bal- 
ances into cash. 

Assuming this to have been done, the 
Reserve banks on August 19 would 
have reported $14.026 billion of total de- 
posits and $10.133 billion of federal re- 
serve notes outstanding. At 35 per cent 
and 40 per cent, respectively, $8.962 bil- 
lion of gold certificates would be required 
as legal reserve. Deducting this amount 
from the $20.548 billion of gold certifi- 
cates held leaves $11.586 of free gold. If 
all of this free gold were used as a 35 per 
cent reserve behind new deposit liabili- 
ties, an additional $33.103 billion of de- 


couraging member-banks to borrow from the central 
banks on government-security collateral. However, 
since the relative amount of this overlap cannot pos- 
sibly be forecast, it is necessary to assume that pri- 
mary credit expansion has been fully exploited be- 
fore any secondary credit expansion is undertaken. 


™4 Federal Reserve Bulletin, October, 1942, Pp. 
1005. 
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posits could be supported by the Federal 
Reserve banks. In other words, the Re- 
serve banks could purchase an additional 
$33.103 billion of government obliga- 
tions either from.the open market, mak- 
ing payment by crediting member-bank 
reserve balances, or directly from the 
Treasury (assuming the law to permit), 
paying by credit to the Treasury account 
with the Reserve banks." In either case, 
Reserve Bank holdings of governments 
would increase by $33.103 billion and 
deposit liabilities by an equal amount. 

Assuming that the bonds were bought 
from the open market, then member- 
bank reserve balances would be increased 
by the amount of the payment drafts, or 
by $33.103 billion.* All of this sum 
would be excess reserves for the member- 
banks and could be invested at once in 
new government obligations, the Treas- 
ury being paid by drafts drawn on the 
Reserve banks. This latter transaction, 
of course, would leave the total deposit 
liabilities of the Federal Reserve banks 
unchanged, Treasury deposits being sub- 
stituted for member-bank deposits. 

As the Treasury spent the $33.103 bil- 
lion of new deposit credits, this amount 
would be deposited in member-banks, 
increasing their reserve balances by 

's The Federal Reserve banks at present could 
not legally purchase this volume of government ob- 
ligations directly from the Treasury. An amend- 
ment to the Federal Reserve Act, approved March 
27, 1942, specifically authorized the Reserve banks 


to make such direct purchases in an amount not to 
exceed $5 billion. 


© Throughout the discussion of secondary credit 
expansion, it is assumed that all Federal Reserve 
bank open-market purchases are made from mem- 
ber-banks and none from nonbanking institutions or 
individuals. In the main, this is what would be ex- 
pected to happen. However, to the extent that such 
purchases were made from nonbanking institutions 
and individuals, member-bank deposits would be 
increased and their excess reserves diminished, thus 
decreasing the potential volume of secondary credit 
expansion. To eliminate this nonmeasurable factor, 
the above assumption is made. 


$33.103 billion and their deposits by an 
equal sum. Against these new deposit 
liabilities the member-banks must keep 
a 20 per cent primary reserve, leaving 
$26.482 billion of loanable funds, which 
could be invested in additional govern- 
ments."? This process of lending, check- 
ing out the proceeds of loans, redeposit- 
ing loan credit checks, holding back pri- 
mary reserves against the new deposit 
liabilities, and lending again could go on 
as previously indicated until the original 
$33.103 billion of excess reserve was sup- 
porting five times that amount, or 
$165.515 billion, of new deposit liabili- 
ties. 

The potential of secondary credit ex- 
pansion as developed above follows the 
conventional procedure of calculation." 
It is unrealistic in that it makes no al- 
lowance for the increased issuance of fed- 
eral reserve notes which assuredly would 
be necessary to provide the 2 per cent 
till-money reserve against expanding 
member-bank deposits. In the following 
paragraphs an effort is made to allow for 
this factor. 

If allowance is made for the increase in 
federal reserve note issue, the possible 
secondary credit expansion on the basis 
of this free gold would be somewhat less 
than was indicated in the earlier calcula- 
tion. This is occasioned by the fact that 
the increased member-bank till-money 
reserve takes the form of federal reserve 
notes, which require a 40 per cent gold 
reserve as compared with the 35 per cent 
reserve required against member-bank 
reserve balances. To the extent that 
member-bank reserve balances are con- 

17 For the reason mentioned in the preceding foot- 
note, it is assumed that all replacement purchases of 
government securities by the member-banks are 


made directly from the Treasury and not from non- 
banking institutions or individuals. 


8 E.g., see R. G. Rodkey, The Banking Process 
(New York: Macmillan Co., 1928), pp. 197-98. 
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verted into federal reserve notes there- 
fore, the gold-reserve requirements of the 
Federal Reserve banks will be increased 
from 35 to 40 per cent. This, in turn, re- 
duces the free gold on which secondary 
credit expansion is based. 

Making allowance for this added gold- 
reserve requirement, the formula for sec- 
ondary credit expansion becomes 


100 
Free gold X —— X 5, 
. 35-5 : 


rather than 


Free gold X 4 a ue 
g 35 5 


Applying the former formula, it is found 
that $11.586 billion of free gold would 
permit the Federal Reserve banks to buy 
$32.637 billion of additional government 
obligations from (we will assume again) 
the open market. These purchases would 
give the member-banks an equal amount 
of excess reserve balances, which in turn 
would permit them (via the process of 


19 The percentage of 35.5 is derived as follows: 
Each dollar of excess reserve (member-bank deposit 
balance with the Reserve bank) created by Federal 
Reserve bank lending will support $5 of demand 
deposits on the books of the member-banks. These 
$5 of demand deposits require a 2 per cent till-money 
reserve or $0.10, all of which is assumed to be new 
federal reserve notes. On these new notes, the Fed- 
eral Reserve banks must carry 5 per cent more gold 
reserve (40 per cent, as compared with 35 per cent) 
than on a corresponding volume of member-bank 
deposits. The increase in gold-reserve coverage re- 
quired by the issuance of $0.10 in new federal re- 
serve notes, therefore, is $0.10 X 0.05, or $0.005. 
This $0.005, added to $0.35 of gold reserve required 
behind member-bank deposits, gives a required gold- 
reserve ratio of 35.5 per cent. 

Of course, this percentage will change with the 
multiple by which member-bank deposits can ex- 
pand on a given excess reserve base. Thus, if the 
average primary reserve requirement of member- 
banks is assumed to be 11 per cent, the multiple of 
expansion is nine, and the required gold-reserve 
ratio of the central banks becomes 35.9 per cent 
[$0.35 + ($0.18 X 0.05)]. If a multiple of ten is as- 
sumed (average member-bank primary reserve of 10 
per cent), the required gold-reserve coverage be- 
comes 36 per cent [$0.35 + ($0.20 X 0.05)]. 
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primary credit expansion) to buy a maxi- 
mum of five times this excess reserve, or 
$163.185 billion of additional govern- 
ments. At the end of this credit expan- 
sion, the Federal Reserve banks would 
show an increase of $29.373 billion in 
member-bank required reserve balances 
and of $3.264 billion in federal reserve 
notes outstanding. At the same time, the 
Reserve banks would be holding an addi- 
tional (over beginning holdings on Au- 
gust 19) $32.637 billion of government 
obligations, and the member-banks an 
additional $163.185 billion of govern- 
ments. Thus the limit of secondary cred- 
it expansion, with the member-bank pri- 
mary reserve ratio at 20 per cent, would 
permit the member-banks and the Fed- 
eral Reserve banks, together, to purchase 
a total of $195.822 billion of additional 
government obligations. 


SECONDARY CREDIT EXPANSION WITH 
MEMBER-BANK LEGAL RESERVE RE- 
QUIREMENTS CUT 50 PER CENT 

Large as is this figure, it is small in 
comparison with the possible secondary 
credit expansion if the Board of Gover- 
nors should cut member-bank legal re- 
serve requirements by the full 50 per cent 
permitted by law. Let us assume that 
this move has been made and that pri- 
mary credit expansion has been fully de- 
veloped on this 11 per cent reserve base. 
The member-banks, therefore, would 
have purchased $66.402 billion of new 
government securities, and their demand 
deposits would have been increased by an 
equal amount. 

At 2 per cent these new deposits would 
require $1.328 billion of new till-money, 
all in the form of federal reserve notes. 
As of August 19, Federal Reserve bank 
deposit liabilities would be decreased by 
$1.328 billion and federal reserve notes 
outstanding would be increased by the 
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same amount. Gold reserve require- 
ments on these revised liability accounts 
would total $9.018 billion, leaving $11.530 
billion of free gold. 

Applying the secondary credit expan- 
sion formula of 
100 


Free gold X XQ, 
it 


it is found that this $11.530 billion of 
free gold would permit the Reserve banks 
to buy $32.117 billion of new govern- 
ments and the member-banks to pur- 
chase an additional $289.053 billion of 
government obligations.*° Thus the limit 
of secondary credit expansion, assuming 
member-bank legal reserve requirements 
to be lowered 50 per cent, would permit 
the Federal Reserve banks and the mem- 
ber-banks, together, to purchase a total 
of $321.170 billion of new government 
securities. 


SECONDARY CREDIT EXPANSION——MAXI- 
MUM LIMIT UNDER EXISTING RESERVE 
PROVISIONS 


Huge as this figure is, it is dwarfed by 
the possible secondary credit expansion 
if the Federal Reserve banks should use 
“lawful money,” rather than gold, as the 
35 per cent reserve required behind their 
deposit liabilities. It will be remembered 
that the Reserve banks, under the pres- 
ent law, are permitted to maintain this 
reserve either in gold or in lawful money. 
Let us assume that they elect this latter 
option, using federal reserve notes as 
lawful money. 

As of August 19, the Federal Reserve 
banks held $20.548 billion of gold cer- 
tificates and, if primary credit expansion 
had reached its full limit, would have had 

2° These credit-expansion figures using a multiple 
of nine will not check out exactly. The reason is that 
an average member-bank primary reserve require- 


ment of 11 per cent means a multiple of 9.09097 
rather than exactly 9. 


$11.251 billion of federal reserve notes 
outstanding. The 40 per cent reserve re- 
quired against these notes would tie up 
$4.500 billion in gold, leaving $16.048 
billion. If all this remaining gold should 
be used as a 40 per cent reserve against 
new federal reserve note issues, a total of 
$40.120 billion of additional notes could 
be issued. To this must be added $o.249 
billion of “other cash,” held by the Re- 
serve banks on August 19, which gives a 
total of $40.369 billion of lawful money. 
On August 19 the Federal Reserve banks 
(after adjusting for primary credit ex- 
pansion till-money requirements) would 
have held $12.908 billion of total de- 
posits, against which a 35 per cent re- 
serve, or $4.518 billion, in lawful money 
must be held. Deducting this figure from 
$40.369 billion leaves $35.851 billion of 
Reserve bank excess reserves (in lawful 
money) on which secondary credit ex- 
pansion could be based. 

If no adjustment is made for the ex- 
panding till-money requirements of 
member-banks, the formula for comput- 
ing the possible secondary credit on this 
base would be 


$35.851 billion X = X9, 


or $921.879 billion. This figure is con- 
siderably reduced when the adjustment 
for increasing member-bank till-money 
reserves is made. It will be recalled that 
this requirement has been estimated to 
average 2 per cent of the expansion in 
demand deposits and, under present con- 
ditions, would almost surely take the 
form of new federal reserve note issues. 
To the extent that federal reserve notes 
were issued to member-banks, these 
notes would not be available to the Fed- 
eral Reserve banks as lawful money re- 
serves against member-bank deposits. 
As a result, the ability of the central 
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banks to buy government obligations 
would be reduced, and the base for sec- 
ondary credit expansion would be nar- 
rowed. 

Assuming, as we have, that member- 
bank legal reserve requirements have 
been reduced by 50 per cent, the mem- 
ber-banks could expand their deposits to 
the theoretical limit of nine times their 
excess reserves. Thus, for each dollar of 
excess reserve created by Reserve bank 
purchasing of governments, member- 
bank deposits could expand by $9, and 
till-money requirements at 2 per cent 
would increase by $0.18. Under these 
circumstances the formula for secondary 
credit expansion would be 


Free lawful money reserve of the Reserve 
100 
% 35 +18 — (0.35 X18) * 9° 


ar 


banks 





As computed above, the free lawful 
money reserve was found to be $35.851 
billion. This sum, multiplied by 
100/46.7, gives $76.769 billion. In other 
words, $35.851 billion of free lawful 


2t Reduction of 0.35 X 18 (or 6.3) in the denom- 
inator of the formula fraction is made because the 
$0.18 increase in member-bank till-money is in the 
form of federal reserve notes against which the Re- 
serve banks have already set up their required re- 
serves. 

Here, again, the percentage of central bank re- 
serve requirements will vary with the multiple by 
which member-bank deposits can expand on a given 
reserve base. If the average member-bank primary 
reserve requirement is assumed to be 20 per cent (a 
multiple of five), the central bank reserve ratio be- 
comes 41.5 per cent [35 + 10 — (0.35 X 10)]. If the 
average member-bank primary reserve requirement 
is assumed to be ro per cent (a multiple of ten), the 
reserve ratio becomes 48 per cent [35 + 20 — 
(0.35 X 20)]. 

As before, the deposit expansion figure quoted in 
the text, using a multiple of nine ($690.921 billion), 
will not check exactly because an average member- 
bank primary reserve ratio of 11 per cent gives a 
multiple of 9.0909* rather than 9 even. Applying 
the correct multiple, it is found that the member- 
bank deposit expansion would be $696.143 billion. 
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money reserve would permit the Federal 
Reserve banks to buy in the open market 
$76.769 billion of additional government 
obligations. This purchasing would in- 
crease member-bank reserve balances by 
the same amount; and these excess re- 
serves would, in turn, permit the mem- 
ber-banks to purchase nine times that 
amount, or $690.921 billion of additional 
government securities. 

The maximum practical limit of sec- 
ondary credit expansion, therefore, would 
permit the Federal Reserve banks to buy 
$76.769 billion of governments, and the 
member-banks to buy an additional 
$690.921 billion. To these figures must 
be added the maximum limit of primary 
credit expansion, which, as determined 
earlier, was $66.402 billion. It would ap- 
pear, therefore, that under existing re- 
serve provisions, the Federal Reserve 
banks and the member-banks, together, 
could absorb (theoretically at least) the 
gigantic total of $834.092 billion of addi- 
tional issues of government obligations. 


CONCLUSION 


It should be remembered that this fig- 
ure of $834.092 billion represents the 
maximum possible expansion of bank 
credit under present reserve provisions 
and assumes an average 2 per cent till- 
money requirement for member-banks. 
Many factors could, and some surely 
would, develop which would operate to 
prevent the realization of the maximum 
limit of expansion. However, if only one- 
half or even one-fourth of this potential 
limit of credit expansion could be real- 
ized in actual experience, it is evident 
that the banking system can readily 
finance Treasury deficits, even at in- 
flated wartime levels, for many months 
to come. 
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This is not to say, of course, that the 
mounting federal deficits should not be a 
matter of the gravest concern. These 
deficits unquestionably should be held to 
the absolute minimum essential to the 
successful prosecution of the war. Fur- 
ther, the mere ability of the banks to 
absorb government bonds is no justifica- 
tion for unloading all future Treasury is- 
sues on these institutions. From every 
viewpoint, except that of selling ease, it 
is desirable that the greatest possible vol- 
ume of new Treasury obligations should 
be sold to individuals and noncommer- 


cial-banking institutions. Only after this 
market has been exhausted should the 
Treasury have resort to the commercial 
banks. Least desirable of all is the sale 
of new government obligations directly 
to the Federal Reserve banks. 

Nevertheless, it is somewhat comfort- 
ing to know that, when we entered this 
costliest of all wars, the banking sys- 
tem of the nation was eminently well 
prepared to assist with the necessary 
Treasury financing. 
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THE CONTRIBUTION OF LIFE INSURANCE 
TO THE SAVINGS STREAM* 


PAUL GEREN 


ost discussions of savings are in 
M the nature of general theories. 
The reason is not far to seek. 
It would be more interesting to know 
how savings in general respond to 
changes in the interest rate, for example, 
than it would be to know how a particu- 
lar type of savings responds. But our 
knowledge of an aggregate is limited by 
our knowledge of its components. Sav- 
ings are not homogeneous: neither with 
respect to the motives that prompt them, 
nor their variation with income, nor their 
reaction to changes in the rate of inter- 
est, nor their cyclical behavior. 

This article presents briefly the results 
of a study of a particular type of savings 
—those made by individuals through the 
institution of life insurance. Such savings 
merit particular study, first, because they 
are quantitatively so important. Sixty- 
five million policyholders possess $117.5 
billion of life insurance, representing an 
accumulated saving of $30 billion, and, in 
recent years, annual net additions thereto 
of $1.67 billion. They are worthy of par- 
ticular study, second, because they pre- 
sent irregular features which might be 
overlooked in a general discussion of sav- 
ings. 


* [The manuscript of this article was received in 
May, 1942, through a third party. The covering 
letter stated that it had been mailed from Burma 
in December, 1941, and was written considerably 
earlier. For reasons which will be understood, the 
editors have not been able to communicate directly 
with the author; and he has had no opportunity to 
read proof or to bring any of his statements nearer 
down to date.—Eprrors.] 


The fundamental distinction of this 
type of savings is that they accumulate 
as the by-product of an insurance 
scheme. The dominant life insurance 
pattern in the United States achieves 
protection by a combination of pure in- 
surance and of saving. The typical pol- 
icy requires the payment of the same 
premium for life or for a stated number 
of years. Since this premium is more 
than enough to pay for pure insurance 
when the policyholder is young and the 
mortality for his group is low, the sur- 
plus goes into a savings account. From 
that time forward the pure insurance 
need cover an amount equal only to the 
difference between the face of the policy 
and the accumulated savings. When the 
policyholders add to their years and the 
mortality for their group increases, the 
accumulated savings prevent the pure in- 
surance cost from becoming prohibitively 
high. At the death of each policyholder 
his savings are dissaved, and the differ- 
ence between the accumulated savings to 
his credit and the face of the policy is 
made up from the pure insurance pre- 
miums paid by the surviving policyhold- 
ers. Annuities and endowments are more 
obviously savings contracts, but they 
both incorporate an element of the un- 
certainty of life. Annuities have been 
called insurance against living too long 
as insurance proper protects against dy- 
ing too soon; and endowments are con- 
structed on the same principle as life in- 
surance proper with the savings element 
emphasized. Whichever of these policies 
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a man holds, he is doing more than mere- 
ly saving. He is paying an additional 
premium in order that he shall not fail to 
attain, through death, what he seeks to 
secure by saving. 

Whatever the type of policy, it em- 
braces first a saving then a dissaving op- 
eration. Net savings, which are probably 
the most useful savings concept for gen- 
eral economic analysis, can accrue only 
as long as more insurance enters the sys- 
tem than leaves it. Net savings are, 
therefore, the product of the growth of 
the life insurance in force. They are not 
a simple linear function of that growth, 
since they vary with the complex of pol- 
icy types constituting that growth and 
with the complex of ages of policyholders 
taking the new policies. If the economy 
were static with respect to life insurance 
in force, no net saving would be required 
but only an exchange of funds among 
persons at different positions in the in- 
surance scheme. There would be a re- 
serve, but it would be unchanging and 
determined in size by the amount of in- 
surance in force. 

This suggests a definition of annual 
net life insurance savings as the annual 
difference between the flow from policy- 
holders to insurance companies and the 
flow from insurance companies to policy- 
holders. The flow from policyholders in- 
cludes the premiums they pay, the inter- 
est their accumulated savings earn, and 
the repayment of policy loans. Inasmuch 
as the investment is of policyholder’s 


* The policyholder may “borrow” the savings 
which accumulate from the premiums he pays. This 
amount at any time during the life of the policy will 
equal the sum of the premiums paid minus the costs, 
actuarial and administrative, of insuring the policy- 
holder up to that time minus also a surrender charge. 
The policyholder pays interest on the “loan’’ and is 
thus able to keep his insurance in effect, though he 
has dissaved his savings. Should the insured die with 
a loan outstanding against his policy, the amount of 
the loan is deducted from the death benefit payment. 


funds, the return is his also; and, if such 
interest be automatically channeled to 
the insurance company, it must be ac- 
counted a payment by him to the com- 
pany. The flow to policyholders includes 
the benefit payments (death benefits, 
matured endowments, annuity pay- 
ments), surrenders,’ dividends, policy 
loans, and the administrative services of 
life insurance companies. If it be asked 
how the cost of pure insurance, which is 


TABLE 1 


ANNUAL NET SAVINGS OF-POLICYHOLDERS IN 
LIFE INSURANCE, 1920-40 
(In Millions of Dollars) 








Amount Amount 





$ 505 $ 750 
463 278 
573 814 
677 1, 283 
764 1,646 
959 1,809 
1,052 1,700 
1,192 1,646 
1,325 1,775 
1,075 1,652 

968 

















clearly not an addition to savings, is ac- 
counted for, the answer is by the inclu- 
sion of death benefits in this flow from 
insurance companies to policyholders. 
The difference between the savings ac- 
cumulated to the credit of the policy- 
holder and the death benefit is always 
made up out of the pure risk premiums. 

Measured as this difference, annual net 
life insurance savings for the United 
States for the period 1920-40 are pre- 
sented in Table 1. These figures may be 
derived from the totals reported for 
each! of the constituent items in the an- 

? After the policy has been in force from one to 
three years the policyholder may surrender it for the 
savings which have accumulated minus a surrender 
charge. 


3 The insurance records available do not show 
payments and repayments of policy loans but simply 
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nual Spectator Life Insurance Yearbook 
published by the Chilton Publishing 
Company, Philadelphia. They are sub- 
mitted as an improvement on prior meas- 
urements, though it must be conceded 
that prior measurements did not always 
claim to measure met life insurance sav- 
ings. William H. Lough, in measuring 
such savings as a component in his con- 
sumer withholdings, does not subtract op- 
erating expenses from premiums paid.‘ 
Mordecai Ezekiel does not subtract 
death and maturity benefits from pre- 
miums paid.’ E. A. Radice, in measuring 
life insurance savings for a component in 
his savings for Great Britain, takes the 
increase in assets as the net savings, fail- 
ing to subtract policy loans (which life 
insurance companies treat as assets) from 
assets.° The life insurance savings com- 
puted by R. W. Goldsmith and Walter 
Salant’? are the most nearly accurate of 
the entire lot as a measure of net life in- 
surance savings. They, too, are com- 
puted as the increase in assets of life in- 
surance companies but only after that 
part of the assets which is not an equity 
of policyholders has been removed. The 


show policy loans outstanding. This difficulty is 
overcome by striking “repayment of policy loans” 
from the flow to insurance companies and “policy 
loans” from the flow from insurance companies and 
supplanting them with “changes in policy loans out- 
standing” in the flow from insurance companies. If 
policy loans outstanding grow, this item will have a 
positive sign, signifying that new policy loans made 
during the year exceeded repayments by this figure; 
if policy loans outstanding decline, this item will 
have a negative sign, signifying that repayments ex- 
ceeded new policy loans by this figure. 

4 High Level Consumption (New York, 1935), pp- 
280-307. 

s‘“An Annual Estimate of Savings by Individ- 
uals,” Review of Economic Statistics, XXTX (1937), 
178-91. 

° Savings in Great Britain, 1922-1935 (New York, 
1939). 

? Submitted in Studies in Income and Wealth, III 
(New York, 1939), 237. 


effort at removal is not altogether suc- 
cessful, however. Assets are revalued 
each year in an endeavor by the insur- 
ance companies to set up the assets in 
their financial statements at market val- 
ue. But on the very excellent arguments 
of Goldsmith and Salant themselves re- 
valuation items should not be included 
in savings. Assets of life insurance com- 
panies cannot be adjusted for the revalu- 
ation items for lack of available data to 
make the adjustment. The figures used 
in the calculation of difference between 
flows to and from policyholders presented 
above as net life insurance savings do not 
include revaluation items.* 


VARIATION OF LIFE INSURANCE 
SAVINGS WITH INCOME 


The richest source of data on the be- 
havior of American families in regard to 
life insurance is the Consumer-Purchases 
Study conducted in 1936 by several 


agencies of the federal government. The 
study is not all one could wish for in ex- 
ploring life insurance savings because the 
statement of assets and liabilities em- 
ployed in the survey omits some items 


affecting these savings.’ These omis- 

* Capital gains are entirely absent from the meas- 
ure of saving presented here for the period since 
1931. For the earlier years it is difficult to remove 
capital gains because of their not being shown sepa- 
rate from larger totals. 


» The budgets employed in the study to ascertain 
net change in assets and liabilities contained three 
asset items which have to do with life insurance: 
insurance premiums paid, which will always result in 
an increase in assets, and insurance policies sur- 
rendered and insurance policies settled, both of 
which will always result in a decrease in assets. 
Among the liability items affecting insurance is 
“notes due banks” which category includes policy 
loans. If life insurance savings were measured di- 
rectly from the Consumer-Purchases data, they 
would appear as the result of the following equation: 
Net life insurance savings = insurance and annuity 
premiums — dividends received which were re- 
turned in payment of premiums (the premiums were 
shown as minus any dividends received) — sur- 
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sions are not the oversight of the formu- 
lators of the survey but rather are im- 
posed by the ignorance of the typical 
policyholder concerning his insurance. 
Some gain in accuracy is believed to be 
achieved by an adjustment in the Con- 
sumer-Purchases data which preserves 
the valuable details but infuses them 
with a measure of the accuracy which ob- 
tains in the figures on aggregate net life 
insurance savings. We know what the 
aggregate net life insurance savings for 
the period of the Consumer-Purchases 
Study were. We can calculate what ag- 
gregate life insurance savings would have 
been for that period had the items which 
the study included that are not correctly 
included in the measure of life insurance 
savings been included in the calculation 
of the aggregate, and had items which the 
study excluded but which rightfully have 
a place in the measure been excluded. 


renders — insurance policies settled — increase in 
policy loans. Since the last item is included in a to- 
tal, increase in bank loans, which is not broken 
down in the available data, policy loans cannot be 
subtracted. Adjustment must be made, therefore, 
for the following items if the Consumer-Purchases 
measure of life insurance saving is to be identical 
with the measure proposed here: (1) Dividends paid 
to persons who do not pay premiums are a subtrac- 
tion from savings and failure to account for them 
will overestimate savings. (2) Insurance and an- 
nuity premiums include the charge made for the ad- 
ministrative services of companies, which ought not 
to be included as an addition to saving. (3) Annuity 
payments are treated as income in the Consumer- 
Purchases Study, not as dissaving of savings. Unless 
this is rectified, life insurance savings wili be too 
large. These three items tend to make the figure for 
life insurance savings larger than it should be by the 
definition employed here. The following three items 
have the opposite effect: (4) The 3 per cent (usually) 
interest which accumulates on the saving element of 
a policy is income and, being automatically saved, 
an addition to savings. (5) An increase in policy 
loans is a subtraction from savings and should be 
removed somehow. (6) Included in the insurance 
policies settled section of the budgets are receipts 
from fire and theft insurance upon real or other 
property. These have no place as a subtraction from 
life insurance savings. 
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The figure for aggregate savings so de- 
rived can be set against the true figure 
and a percentage correction determined.” 
This correction may then be applied to 
each of the income classes covered by the 
Consumer-Purchases Study without too 
great a systematic error.” 

Adjusted in this fashion, the Con- 
sumer-Purchases data enable us to study 


© The determination is as follows: 

Amount of overestimate of aggregate life insur- 
ance savings had only items of the Consumer-Pur- 
chases Study been included in the measure of aggre- 
gate life insurance savings: 

Failure to subtract adminis- 

trative charges 
Omission of annuities as a 
dissaving item 

Failure to subtract as dissav- 

ing dividends paid to per- 
sons other than those pay- 
ing premiums 42,425,555 


$1, 316,350,510 


Amount of underestimate of aggregate life insur- 
ance savings had only items of the Consumer-Pur- 
chases Study been included in the measure of ag- 
gregate life insurance savings: 

Failure to include interest 
on accumulated savings as 
an addition to savings. . . . 

Inclusion of fire and theft 
benefits as a dissaving of 
insurance savings 

Omission of net retirement of 
policy loans 


Gross overestimate 


$ 653,919,600 


150,450,000 
118, 165,690 


Gross underestimate... . . . $ 922,535,290 
Subtracting the gross underestimate from the gross 
overestimate, the net overestimate is $393,815,220. 

Correct measure of life insur- 

ance savings for period of 
Consumer-Purchases Study $1, 597,304,636 

Incorrect estimate of life in- 

surance savings by method 
1,991, 119,856 

Downward correction to be 

applied to the latter 


™ Failure to subtract administrative expenses 
from premiums will be recognized as the chief need 
for correction in the Consumer-Purchases data; and 
because the administrative expense is a larger ele- 
ment of the industrial policies, which are in turn 
concentrated in the lower income brackets, the use 
of the same correction factor for all income classes 
introduces a small systematic error. 


20% 
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the variation of life insurance savings 
with income. Though total savings of 
the low income groups are almost uni- 
versally negative, life insurance savings 
for the same groups are almost univer- 
sally positive. Whereas total savings 
were negative in 83 per cent of the in- 
come classes over the range of annual in- 
come $o-$2,500 for twenty-six metropo- 
lis, large city, middle-sized city, small 
city, and rural region groupings, life 
insurance savings were negative in less 
than 1o per cent of the income classes 
over the same income range. This 
reflects the disposition of the typical 
American to guard his life insurance 
more zealously than he does the aggre- 
gate of his assets and to add to it even at 
the sacrifice of other assets or the in- 
crease of liabilities. Whereas total sav- 
ings increase as a percentage of income 
as income rises, life insurance savings 
show a marked tendency toward con- 
stancy as a percentage of income. When 
total savings are graphed as a percentage 
of income on the vertical axis and in- 
come is graphed on the horizontal axis, 
the resultant curve is the rectangular hy- 
perbola made familiar by the work of Dr. 
Horst Mendershausen.” Total savings 
are negative in the lowest income brack- 
ets, become zero at incomes between 
$1,500 and $2,750, then become positive, 
increasing rapidly as a percentage of in- 
come at first, then less rapidly. But the 
curve for life insurance savings appears 
on the same scales as a straight line with 
a very small positive slope. Life insur- 
ance savings stay at 3 and 4 per cent of 
income over the range $o-$10,000, falling 
only slightly for incomes below $1,000 

“Relationship between Income and Savings of 
American Metropolitan Families,” American Eco- 
nomic Review, September, 1939, and “Difference in 
Family Savings between Cities of Different Size and 
Location,” Review of Economic Statistics, August, 
1940. 


and rising slightly for incomes beyond 
$3,500. Chart I, showing these curves 
for Atlanta, Georgia, white families, is 
submitted as representative of the be- 
havior of life insurance savings, with 


CHART I* 


Lire InsuRANCE SAVING AND TOTAL SAVING AS A 
PERCENTAGE OF ANNUAL Famity IncomME 
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* Unpublished findings of consumer- rr survey, fur- 
nished byt the Bureau of Labor Statistics. n. 10 for statistical 
technique employed in derivation of life insurance sa 
The lines are fitted on the chart by observation. The points or 
life insurance savings are shown by crosses; those for total sav- 
ings, by dots. The values for the chart are as follows: 
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total savings shown for contrast. Varia- 
tions by size of community and by racial 
groups complement the graph and are 
the subject of the next paragraph. 

The crossing of the two curves is the 
point at which net life insurance savings 
equal total net savings. This point comes 
in the vicinity of $1,800-$2,300 of annual 
income. The point comes earlier for Ne- 
groes, not because they are any less par- 
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tial to life insurance as a keeper of their 
savings, but because they are more 
thrifty in Mendershausen’s sense: At a 
given level of income they will save more 
than white families. The point comes 
earlier for farmers for a double reason: 
They are more thrifty than urban 
groups, and life insurance is not so fa- 
vored by them as by urban groups. The 
latter of these has its own reason: The 
farm provides “natural” security which 
the city dweller must supply institution- 
ally. The point of crossing comes later 
for the metropolitan areas, for while 
these communities are less thrifty with 
regard to total savings, the especially in- 
tense selling effort made in such areas by 
the life insurance companies results in 
most of what savings there are being 
made in the form of insurance until high 
in the income brackets. In general, the 
earlier the point of crossing of the total 
savings curve and the life insurance sav- 
ings curve, the smaller the part which 
life insurance savings will be of total sav- 
ings in the area where total savings are 
positive. Life insurance savings are a 
larger part of total savings in metropoli- 
tan areas than in large cities, where they 
are in turn a larger percentage than in 
the middle-sized cities. They are a larger 
part of total savings in the middle-sized 
and small cities than in the farm areas. 

We may formulate three statements 
which summarize these empirical obser- 
vations from the Consumer-Purchases 
Study: (1) The less thrifty a community 
is, the greater will be the percentage of 
its total savings which go into life insur- 
ance. This appears to be the most nearly 
universal and the first in order of all sav- 
ings. If a community can perform only a 
small amount of saving, then all of it will 
go to life insurance; and other savings 
will come only after life insurance savings 
have been provided. (2) The larger the 


community, the greater is the need for 
institutionally supplied guaranties as 
contrasted with guaranties supplied by 
family, neighborhood, church, and com- 
munity concern. (3) The larger the com- 
munity, the more thorough are the sales 
agencies in their coverage. This fact has 
independent corroboration." 

The Consumer-Purchases Study does 
not furnish data for an extrapolation of 
life insurance savings beyond $10,000 of 
income; but estimates worked out from a 
study by the Prudential Life Insurance 
Company” indicate that such savings 
fall to a minute percentage of income for 
the high income receivers. There is a 
convincing logical explanation for this 
behavior: The total savings of the large 
income receiver secure for him the pur- 
pose which the small income receiver 
seeks to secure through life insurance. 

The contrast between life insurance 
savings and total savings shown in Chart 
I is reinforced by a comparison of their 
respective income-elasticity coefficients 
which are shown in Table 2. With one 

"3 From a study made in 1938 by the Commercial 
Research Division of the Curtis Publishing Co. 


*¢ Conducted in 1929 and reported in Proceedings 
of the Association of Life Insurance Presidents, 1929, 
pp. 113-42. The study gives life insurance held asa 
multiple of income; but since this study and the 
Consumer-Purchases Study overlap for the income 
range $2,000-$6,000 and since a reasonably stable 
relation obtains between number of times insurance 
is of income and percentage which life insurance 
savings are of income for the overlapping income 
area, this relation may be used to convert number of 
times insurance is of income to percentage which life 
insurance savings are of income. This conversion 
yields the following percentages which life insurance 
savings are of income over the higher income brack- 
ets: 


Data on the composition of estates assembled by 
Gerhard Colm and Fritz Lehmann in Economic Con- 
sequences of Recent American Tax Policy (New York, 
1938), p. 48, show that life insurance is a diminishing 
Portion of estates as estates ascend in size. 
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exception—life insurance savings in New 
England middle-sized cities—the coeffi- 
cients for both types of savings are 
greater than unity: That is, over the 
ranges shown an increase in income will 
result in a greater than proportionate in- 
crease in both Jife insurance savings and 
total savings. But the income-elasticity 
coefficients for life insurance savings are 
not much greater than unity. Moreover, 


groups to the total life insurance savings 
(Table 3). The most striking thing about 
life insurance savings seen in this aspect 
is how large a fraction of them is supplied 
by low income groups and how small a 
fraction is supplied by high income 
groups—exactly reversing the pattern 
for the usual type of saving and for the 
aggregate of savings. While the families 
and single individuals with incomes un- 


TABLE 2* 
INCOME-ELASTICITY COEFFICIENTSt 








Lire InsuraANCE SAvInGs 


ToTAL Savincs 





Range of Income 


Coefficient Range of Income Coefficient 





$1 ,000-$7 , 500 
1,000- 7,500 
75°- 7,500 
75°- 4,500 


Chicago 


Columbus 
Atlanta: Negroes 
New England: two middle-sized 
75°- 7,500 
Pacific Northwest: three mid- 
dle-sized cities 
two middle-sized 


I,500- 5,000 


75°- 7,500 


East Central: five small cities. 750- 3,000 





18 $1 , 750-$4 ,c00 3-70 
.48 1,750- 7,500 2.45 
.03 1,750- 5,000 2.20 
.50 750- 3,000 3.00 


.93 2,000- 5,000 2. 
.32 2,000- 5,000 3 


.45 2,000- 5,000 3. 
.27 I,500- 3,000 a 














* Source: Same as for Chart I. 


t Income-elasticity coefficients = Se, where S is saving and Y is income. The coefficients shown are for the income range 
over which the relationship on logarithmic paper is a straight line; in this case the coefficient is simply the slope of the line. 


in seven out of eight cases shown, the co- 
efficient for total savings is over twice as 
great as the coefficient of life insurance 
savings. This indicates the nature of life 
insurance savings: They are regarded as 
a necessity and must be made no matter 
how low income is, and their amount 
seems to be determined as a relatively 
constant percentage of income. After 
they have been made, other savings may 
be indulged in as a luxury with increas- 
ing income. 

The Consumer-PurchasesStudy spliced 
with our estimates of life insurance sav- 
ings for the groups having incomes larger 
than $10,000 enables us to estimate the 
contribution of the different income 


der $2,000 supplied only 9 per cent of 
total net savings in 1935-36,"5 they sup- 
plied 45 per cent of life insurance sav- 
ings; while the families and single indi- 
viduals with incomes over $10,000 con- 
tributed 59 per cent of total savings, they 
contributed only 4 per cent of life insur- 
ance savings. While the low income 
groups make little or no positive savings 
in the aggregate, it is not to be supposed 
that they have no part in the difficulty 
of the savings and investment problem 
of such eras as the thirties; for the sum 

*S Families providing income and expenditure 
data for the Consumer-Purchases Study selected the 
report year that they preferred, either the calendar 
year 1935 or a twelve-month period ending in 1936; 
hence the necessity for naming the year 1935-36. 
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TABLE 3* 


AGGREGATE LIFE INSURANCE SAVINGSt AND AGGREGATE TOTAL SAVINGS 
BY INCOME LEVELS IN THE UNITED STATES, 1935-36 
(In Thousands of Dollars) 








Per CENT oF a pa — AGGREGATE SAVINGS 
ToTaL FAMILIES or ALL Kinps 


IncoME LEVEL AND SINGLE In- 
DIVIDUALS AT 
Tuts Levert Amount Per Cent Amount Per Cent 








Under $500 ; $ 30,445 : 800 ,000 
500-$ 46,995 382,000 
$ 750-$ 1,000 112,860 254,000 


$ 1,000-$ 1,250 ; 114,136 97,000 
$ 1,250-$ 1,500 ; 137,943 : 95,000 
$ 1,500-$ 1,750 ; 135,169 196 ,c00 
$ 1,750-$ 2,000 : 136,062 : 245,000 


211,508 . 587,000 
152,190 i 482,000 
194,860 : 742,000 
92,025 . 434,000 


: 148,496 : 1,218,000 
$10 ,000-$15 ,000 : 34,940 ‘ 679,000 
$15 ,000-$20 000 ; 7,050 , 473,000 
$20,000 and over....... 23,935 : 2,360,000 





100.0 $1,587,713 100.0 $5,978,000 




















* Source: Life insurance savings and their distribution are estimated after the method described in the following note from un- 
published data furnished by Bureau of Labor Statistics and Bureau of Home Economics. All other data are from the Nationa! Re- 
sources Committee’s Consumer Expenditures in the United States (Washington, D.C., 1939), p. 48. 

t The method of estimating the distribution of life insurance savings by income groups is as follows: For each income class the 
percentages of income saved through life insurance were assembled by type of community—metropolis, large city, middle-sized city, 
small city, village, and farm county. The simple arithmetic mean of these percen was taken for each type of community after 
the few irregularly high or low percen were removed in the low income classes ($o-$500) where the number of families included 
was small. The mean percentage for each type of community was then weighted with the percentage of the total number in that in- 
come bracket who lived in that type of community. The distribution of the American population in these six community t by 
income level for the period of the Consumer- Purchases Study is available in the National — Committee’s Consumer ) onde 
in the United States (Washington, D.C., 1938), Table 9B, p. 97. The weighted average for each income class was then multiplied b 
the total income received by the people in that class. The income distribution for the time of the Consumer-Purchases Study is avail- 
able in the work just cited, Table 2, p. 6. The only places where the investigator’s judgment entered to supplement the process were 
in the two classes below $500 of income which were not covered in some of the communities surveyed, the other two classes between 
$5,000 and $10,000 which were not covered in some of the communities surveyed, and the classes above $10,000 which were not 
covered in any of the communities. I have disposed of the high income classes by splicing in the conversions from the Prudentia! Life 
Insurance Company study, already mentioned. Since this study was made in 1929 and the Consumer-Purchases Study in 1935-36, 
only a very pon approximation can be claimed. The alternative to such a rough estimate is no estimate at all; and there is some 
reassurance in the observation that the estimate for total life insurance savings derived by this sampling approach is very close to the 
over-all measurements of life insurance saving for 1935 and 1936 shown in our Table 1. The low income c are treated as if the 
behavior in those classes which are covered trul acterizes the whole of such income classes, making allowance for the fact that 
the relief families which are concentrated in the low income brackets probably make smaller contributions to life insurance savings 
than the nonrelief families. On this point see Families and Their Life Insurance (Tempo! National Economic Committee, Mono. 2 
[ Washington, 1940]), p. 8. On the number and distribution of relief families see National Resources Committee's Consumer Incomes 
in the Uni lates, p. 101. 

The estimate for aggregate savings so derived comes within $10 million of the over-all measure of net life insurance savings for 
1935, percentage error of less than 1 per cent. True, the Consumer-Purchases Study does not fall squarely on 1935; but, since —— 
were for the calendar year 1935 or for a year ending in 1936, there will be a larger number of ‘‘budget months’’ falling in 1935 that 
in 1936. However, the aggregate life insurance savings in 1936 were $1.8 billion as compared with $:.6 billion in 1935, so the esti- 
mate from the sample is g in any case. 
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of over a billion dollars contributed by 
life insurance savers with incomes less 
than $3,000 in 1935-36 had to find re- 
munerative investment in high-grade 
bonds, and the difficulty of accomplish- 
ing this was not relieved by the fact that 
these same persons added to their instal- 
ment indebtedness, charge accounts, and 
other liabilities, and so, in many cases 
had no met savings. 


VARIATION OF LIFE INSURANCE SAVINGS 
WITH THE RATE OF INTEREST 


It has been pointed out by Marshall 
and by others that with a fall in the rate 
of interest some savers will save less 
(called by Marschak the “Carver ef- 
fect’’),"® others will save more (the ‘““Mar- 
shall effect” as named by Marschak), 
while still others, too much creatures of 
habit to make good economic men, will 
save their accustomed amount. In view 
of the fact that the effect of a change in 
the rate of interest on savings depends 
upon the type of saver and of savings, 
the manner in which to give the most 
precise answer possible to the question of 
the total result of a change in the rate of 
interest is to determine what is the reac- 
tion of each type of saving and measure 
the importance of that type in the whole 
of savings. 

Insurance companies have a technique 
of adjustment for both long- and short- 
term change. The adjustment to short- 
term change is effected by operating on 
margins of safety; adjustment to long- 
term change is effected by changing the 
bases of operation. An apt illustration of 
these techniques is afforded by the mode 
of adjustment to short-term movements 
in the rate of interest, on the one hand, 
and to long-term movements, say, five 
years or more, on the other hand. Short- 
term fluctuations are cared for by guar- 


*©In a paper read to the Manchester Statistical 
Society and quoted by Radice, op. cit. 


anteeing a rate of interest lower than 
that which it is expected will actually be 
earned on the policyholder’s savings and 
returning earnings above this rate to him 
in dividends. Variations in the actual 
rate of interest earned do not affect the 
amount of saving to be done as long as 
the rate of interest stipulated in the pol- 
icy contract remains the same. The ef- 
fect of a fall in the rate of interest with- 
out a change in the interest guaranteed 
in the policy is to decrease the dividend 
which the policyholder receives. If he 
has been using this dividend toward the 
payment of his premiums, he will now 
be forced to make larger subtractions 
from his other spendings in order to pay 
the premiums. 

Should a downward movement in the 
interest rate proceed for some time, it 
would threaten to fall below the rate 
guaranteed in the insurance policies, and 
the rate pledged in newly written policies 
would have to be lower. This happened 
in the United States during the thirties. 
Since larger sums are required to mature 
to a fixed amount at a low than at a high 
rate of interest, the lowering of the rate 
of interest in the insurance contract calls 
for larger amounts of saving. Though 
the change in saving required with a 
change in the rate of interest upon which 
the policy is written will vary with the 
type of policy, the number of years over 
which premiums are paid, and the age of 
the insured at taking the policy, as a 
rough rule we can say that, when the 
rate of interest named in the policy falls 
by x, the amount of saving required rises 
by 10x per cent."? Therefore, if a fall in 
the interest rate does not alter the life 

*7 Cf. Horace Holmes, “Standards of Policy Re- 
serves in America and Their Effect on the Life As- 
surance Business,” Transactions of the Actuarial So- 
ciety of America, XXXIX, Part II, No. 100 (1938), 
281-96. 
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insurance habits of the people, it will re- 
sult in increased savings, placing life in- 
surance savings with those which exhibit 
the Marshall effect. 

We have seen a downward movement 
of rate earned on insurance company in- 
vestments proceed for twelve years, from 
1929 through 1940, with interruption 
only in 1936. Over the period 1929-38 
this fall was equal to 29 per cent of the 
1929 base: from 5.02 per cent in 1929 to 
3-59 per cent in 1938—a total drop of 
1.43 points."* This means that policy- 
holders had $415 million less each year 
than they would have had on the same 
accumulated savings at 1929 rates of in- 
terest; that the cost of insurance, defined 
as premiums minus dividends, has risen 
3-68 mills per year on every dollar of in- 
surance in force; and that the new poli- 
cies are being written on lower guaran- 
teed rates of interest. This is a consider- 
able enough change so that if an altera- 
tion in the rate changed life insurance 
habits we could detect the alteration. 


The change in life insurance habits in- 
duced by the change in the interest rate 


could take two manifestations: an in- 
crease in surrenders (i.e., decisions to dis- 
save accumulated life insurance savings) 
and a decrease in new life insurance sales. 
Each of these will be considered in turn. 

Surrenders rose with the declining in- 
terest rate from 1929 to 1933, but, al- 
though the interest rate has continued 
downward since that time, surrenders 
have decreased not only as a percentage 
of insurance in force but absolutely as 
well. The simple linear correlation of sur- 

*8 The Spectator yearbooks report the mean rate 
of interest earned each year by a hundred leading 
companies. The Temporary National Economic 
Committee in Part 10A of its report records earnings 
for the period 1929-38. I have used the latter report. 
The rates are not identical because a different num- 
ber of companies are used in each case and the rate is 
not defined identically by both; but the direction of 
movement is the same. 


renders (expressed as a percentage of life 
insurance in force in order to eliminate 
the effect of growth in the volume of in- 
surance subject to surrender from sur- 
renders resulting from other causes) and 
national income over the period 1920-39 
is —.97. The partial correlation of sur- 
renders and national income, the linear 
correlation of each with interest having 
been removed, is likewise —.97. The fac- 
tors working through national income 
seem to “explain” almost the whole of 
variation in surrenders (r? = .956), leav- 
ing the interest rate no role as explainer. 
For this there are good logical reasons. 
Foremost is the fact that a change in the 
interest rate leaves unchanged the need 
for protection. Furthermore, there are 
institutional factors in the situation 
which cloud the picture and make policy- 
holders exceedingly insensitive to changes 
in the interest rate: (a) It is difficult to 
know exactly what the interest rate being 
earned is, since the dividend is com- 
pounded of saving from favorable mor- 
tality experience and of saving in admin- 
istrative expenses as well as of the ex- 
cess interest earning. (+) The savings 
and the insurance are combined in such 
a way that great skill is required of the 
policyholder to separate them and to act 
economically in response to the low rate. 
(c) Any response to a falling interest 
rate via the surrender privilege is penal- 
ized by the surrender charge. 

The answer to the effect of a low inter- 
est rate on new sales of life insurance is 
not so clear. In general, it can be said 
that the new sales are related more close- 
ly to the general state of prosperity than 
to anything else. Like surrenders, new 
sales show both upward and downward 
movements over the last ten years, while 
the rate of interest has moved consist- 
ently downward. Any reaction to the 
interest rate is obscured by the other fac- 
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tors in the complex, and multiple corre- 
lation is of little help because of the diffi- 
culty of finding independent variables 
which are not linearly correlated with 
one another and with the interest rate. 
During 1935-39, a period of falling in- 
terest rates and increased premiums, the 
percentage which the investment-type 
policies (endowments, retirement income, 
etc.) constituted of total new sales rose.*® 
This is the very type of policy which 
would be most affected by a fall in the 
rate of interest inasmuch as the savings 
element therein is large and the insur- 
ance element small. Evidence of this sort 
indicates that the administrative deci- 
sion of life insurance companies to push 
the sale of a given type of policy is a fac- 
tor of such magnitude that the rate of 
interest is of slight importance beside it. 
One can agree that the need for and 
the amount of insurance protection are 
independent of the interest rate and yet 
hold that it is more difficult to achieve 
one’s goal of protection when the inter- 
est rate is low than when it is high. With 
the pressures of regularity of payment, 
the necessity of seeing the policy through, 
and the aggressiveness of salesmen all 
on the side of life insurance, it is more 
likely that adjustment to a lower rate 
of interest will be made through a cur- 
tailment of some less insistent demand 
upon income. The life insurance savers 
do not seem to pay much heed to the 
rate of interest; and, since the com- 
panies automatically increase the re- 
quired saving when the rate of interest 
employed in the policy contract is low- 
ered, the net effect of a fall in the interest 
rate will probably be an increase in sav- 
ing by the amount required for policies 
written at the lower rate of interest. 


_ "Life Insurance Sales Research Bureau, Trends 
in Policy Types (Hartford, 1940). 


LIFE INSURANCE SAVINGS AND THE 
BUSINESS CYCLE 


Total savings appear to be positively 
correlated with the business cycle and to 
have a wide amplitude, thanks to large 
business profits in prosperity and to 
widespread dissaving in depression. But 
life insurance savings have fallen only in 
the deepest depression and have never 
turned negative. Dissavings of $0.28, 
$4.43, $2.98, $1.85, and $0.80 billion 
were recorded for the United States in 
the years 1931, 1932, 1933, 1934, and 
1935."° Total personal savings (one of 
the categories into which total savings 
may be broken down, differentiating 
them from business savings) were nega- 
tive in 1933 and zero in 1934 according to 
the Goldsmith and Salant figures.* The 
behavior of net life insurance savings is 
thus different from that of both total 
savings and total personal savings. Life 
insurance savings were positive through- 
out the Great Depression, being $1.0 
billion in 1930, $0.75 in 1931, $0.25 in 
1932, $0.75 in 1933, $1.25 in 1934, and 
then increasing. Moreover, it is appar- 
ent from an examination of the Goldsmith 
and Salant figures that, were it not for 
life insurance savings, total personal sav- 
ings would have been negative in 1934 
and 1935 to a greater degree than they 
were in 1933. 

This cyclical fluctuation in life insur- 
ance savings is a composite of the fluctu- 
ations in the constituent flows to and 
from policyholders. Of the flow from 
policyholders to insurance companies, 
new premiums, which constituted about 
6 per cent of the total stream during the 
thirties, are the only factor exhibiting 
marked cyclical variation. People buy 

2° These are Simon Kuznets’ estimates (National 
Income and Capital Formation, 1919-1935 [New 
York, 1937], p. 48). 

** Op. cit., p. 237. 
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less insurance in depression, just as they 
buy less of most other commodities. Re- 
newal premiums, which with new pre- 
miums make up the premium income, 
and which are by far the largest compo- 
nent of the flow from policyholders, move 
upward with the growth of life insurance 
in force, little hindered by depression. 
They have never fallen during the pres- 
ent century except in the course of the 
Great Depression, and then for cnly 1932 
and 1933. The amplitude of their fluctu- 
ation during the 1932-38 cycle was only 
one-seventh that of new premiums. The 
contractual nature of these savings is the 
obvious cause of their regularity. Unless 
the policyholder wishes to accept an ex- 
tension of term insurance purchased with 
the reserve accumulated to his credit, he 
must pay the renewal premiums to keep 
his insurance in force. The payment of 
the premium means an addition to his 
saving, which the exigency of the de- 
pression may pronounce an uneconomic 
decision; but the savings and the protec- 
tion programs are so joined as to make 
separate decisions difficult. 

As for the other constituents in the 
flow from policyholders, interest income 
on savings is the product of the interest 
rate earned multiplied by the accumu- 
lated savings. Since there has never been 
aggregate dissaving of life insurance sav- 
ings, there has always been in each year 
a larger base than in the preceding year 
by which the interest rate is to be multi- 
plied. A marked cyclical variation in the 
rate earned would be required to produce 
a cyclical variation in earnings, since an- 
nual additions to the accumulated re- 
serve are small in proportion to its mag- 
nitude. There is no distinctly cyclical 
movement in interest earnings, therefore, 
but only an upward movement with an 
occasional break when the addition to the 
reserve is not sufficient to overcome the 


fall in the interest rate. Whatever cycli- 
cal movement may be present in the re- 
payment of policy loans is obscured by 
the growth of policy loans outstanding. 
This growth is, in turn, the consequence 
of growth of life insurance in force. 
When, to remove the growth trend, re- 
payments are expressed as a percentage 
of the loans outstanding, there is a slight 
cyclical movement positively correlated 
with the cycle. 

Of the components in the flow from 
insurance companies to policyholders, 
one stream—death benefits, maturities, 
and annuities, being the result of deaths 
and the planned maturity of investment 
policies, neither of which (except for sui- 
cides) has any marked cyclical variation 
—manifests no cyclical movement; two 
others—dividends and value of adminis- 
trative services to policyholders—are 
positively correlated with the cycle but 
not in a very striking fashion; and two 
others—surrenders and policy loans— 
are strikingly negatively correlated. 
These last two have a cyclical fluctua- 
tion marked enough to cause the total 
flow from insurance companies to policy- 
holders to be negatively correlated with 
the cycle. 

The flow to insurance companies is di- 
rectly correlated with the cycle, the flow 
from them is inversely correlated, and 
the difference between the two flows, 
that is, net life insurance saving, is di- 
rectly correlated with the cycle. 


GROWTH OF LIFE INSURANCE AND 
THE BEHAVIOR OF LIFE 
INSURANCE SAVINGS 


Earlier it was remarked that net life 
insurance savings are a function of the 
growth of life insurance in force. The 
most outstanding aspect of life insurance 
is its growth. There were $163 million 
of life insurance in force in 1860 and 
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$117.5 billion at the end of 1940. The 
intervening years tell a story of rapid and 
sustained growth, interrupted by only 
two depressions: that beginning in 1873 
and the Great Depression. When this 
growth is expressed in terms of decade 
rates of growth after the manner of 
A. F. Burns in his Production Trends in 
the United States, two significant features 
immediately appear: first, an accelerated 
rate of growth, appearing as late as 1910- 
20 and maintained during the period 
1920-30, and, second, the high level at 
which these rates move. The arithmetic 
mean of the decade rates of growth from 
1870 to 1930 is 7.4 per cent. By way of 
comparison, the middle one-half of the 
sixty-four production series studied by 
Burns have average rates of growth for 
the same period falling between 2 and 
6.5 per cent. 

To what extent do the savings pro- 
duced by this growth follow the pattern 
of total savings over the same period and 
to what extent are they a departure 
therefrom? We now have a considerable 
body of literature on total savings.” 


* The chief estimates of saving for years since 
1910 are as follows: W. I. King, “The Net Volume 
of Saving in the United States,” Journal of the Amer- 
ican Statistical Association, XVIII (1922), 455-70— 
total savings, 1909-18; Maurice Leven, Harold G. 
Moulton, and Clark Warburton, America’s Capacity 
To Consume (Washington, D.C., 1934), p. 98—indi- 
viduals’ saving by income classes for 1929; Clark 
Warburton, “The Trend of Savings, 1900-1929,” 
Journal of Political Economy, XLIII (1935), 84- 
101—total and individuals’ saving, 1914-29; Cleona 
Lewis, “The Trend of Savings, 1900-1929,”” Journal 
of Political Economy, XLIII (1935), 535-47—same 
period and same items as Warburton’s, the estimates 
of both being based on Brookings Institution data; 
William H. Lough, High Level Consumption (New 
York, 1935), pp. 280-307—“withholdings of indi- 
viduals” for the period 1914-29; Mordecai Ezekiel, 
“An Annual Estimate of Savings by Individuals,” 
Review of Economic Statistics, XXTX (1937), 178-91 
—savings of income-tax payers, 1918-35, likewise 
built upon the Brookings data; R. W. Goldsmith and 
Walter Salant in Vol. III of the National Bureau of 
Economic Research’s Studies in Income and Wealth 


This is the rough picture it yields: Both 
total national savings and total individ- 
ual savings rose greatly from 1910 to 
1930, turned negative with the Great De- 
pression, and have since risen, but not 
back to predepression levels, by 1937, the 
most recent year of measurement. Two 
things distinguish life insurance savings 
against this background: (1) They have 
been over the period 1910-40 an increas- 
ing percentage of total savings, and (2) 
their absolute increase has continued be- 
yond the depression years, whereas total 
savings have not regained predepression 
levels. By 1937 life insurance savings ac- 
counted for two-fifths of the annual net 
savings in the principal savings institu- 
tions (life insurance, savings deposits, 
time deposits, building and loan associa- 
tions, government pension and trust 
funds, baby bonds, and postal savings), 
one-third of total individual net savings, 
and perhaps one-fourth of total net sav- 
ings for the nation. This last fraction is 
larger than it would be if business sav- 
ings had fully recovered from the Great 
Depression. 


THE FUTURE OF LIFE INSUR- 
ANCE SAVINGS 


Net life insurance savings are the con- 
sequence of growth of life insurance in 
force. Both quantitative and qualitative 
changes in the composition of popula- 
tion have their repercussion on life insur- 
ance growth. The decline in the annual 
increments of population growth works 


(New York, 1939), p. 237—total savings for the 
nation broken down into individual, business, and 
government; National Resources Committee, Con- 
sumer Expenditure in the United States (Washington, 
D.C., 1939), Pp. 37—savings of individuals by income 
groups for a one-year period covering parts of 1935 
and 1936; and Gordon S. Fulcher, “Annual Saving 
and Underspending of Individuals,” Review of Eco- 
nomic Statistics, XXIII (1941), 28-39—savings of 
individuals including individual private enterprises, 
1926-37. 
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toward a slowing-down of growth of life 
insurance in force. Obviously a new sale 
of insurance is required to replace each 
matured policy; but this replacement ac- 
counts for no net saving. When incre- 
ments of population growth are large, it 
is not so difficult to produce new sales 
which are net over sales required for re- 
placement. Life insurance faces the same 
perils of saturation which automobiles 
and electric refrigerators do. A growing 
population postpones the evil day. 


TABLE 4* 


NUMBER OF DEATHS PER 100,000 INSURED 
LIVES IN THE UNITED STATES, 1923-38 








Deaths Deaths 





726 746 
74° 760 
74° 772 
732 pawewin 781 
728 789 
711 786 
747 771 
756 753 

















* Source: Data are from the annual Proceedings of the Asso- 
ciation of Life Insurance Presidents. The fi for each year isa 
three-year moving average centered on the middle year. It is 
derived by weighting the mortality for industrial i insurance and 
that for ordinary insurance by the percentage which each is of 
the total insurance in force in each year. 


The changing age composition of the 
population releases two forces which will 
operate to decrease net life insurance 
savings. As the population becomes older, 
the insured population likewise becomes 
older. As long as population grows rap- 
idly, insurance sold grows rapidly, and 
there is a disproportionate number of 
young lives among the insured. But this 
will not continue forever. The increase 
in deaths per 100,000 has already set in, 
as may be seen from Table 4, being an 
indication of the aging of the vast num- 
ber of lives insured during the twenties. 
The only way in which the crude death 
rate per 100,000 insured lives could in- 
crease while mortality rates (deaths per 


100,000 persons of a given age) over most 
of the life-span were decreasing is for an 
aging of the insured population to take 
place, putting more insured persons in 
the age brackets where the mortality rate 
is higher. This hastens the dissaving op- 
eration for the economy as a whole which 
was delayed by the entrance of so many 
young into the scheme. 

Besides increasing the crude death rate 
per 100,000 insured, the enhanced num- 
ber and the percentage of total popula- 
tion in the upper age brackets will oper- 
ate to speed the dissaving in another 
manner. More persons who have been 
building annuities and retirement income 
policies will move into the dissaving era 
of such policies. The growth of such pol- 
icies is very recent, having enjoyed its 
greatest surge during and immediately 
after the Great Depression. Passage of 
years will bring this wave to the dissav- 
ing stage. 

On the middle hypothesis of the Na- 
tional Resources Committee regarding 
the future population of the United 
States (i.e., “medium mortality, medium 
fertility, and net annual immigration of 
100,000 after 1940’), the numbers in the 
age group from twenty to forty-four, 
within which most insurance is sold, will 
reach a plateau in the period 1955-60 
and will begin to decline thereafter; the 
number of persons between the ages of 
forty-five and sixty-four will expand 
steadily until 1975; and the number of 
persons sixty-five and over will expand 
in increasing increments until 1965, be- 
yond which date it will continue to ex- 
pand even though the increments de- 
crease. On this likely hypothesis, the 
population forces looking toward a de- 
crease of net life insurance savings are 
continuing ones. Too often the fact of 
decreasing increments of population 
growth has been mentioned only on the 
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investment-opportunity side of the over- 
saving-underinvestment controversy. If 
the decreasing population increments 
call for less new investment, they may 
also furnish smaller net savings to join 
the search for investment, so that the 
poison has in part at least its counter- 
poison. Savings made through life insur- 
ance seem to be a case in point. 

In addition to population, two other 
factors bearing on the future growth of 
life insurance may be briefly mentioned 
—changes in income and changes in so- 


TABLE 5* 


NEW SALES OF LIFE INSURANCE, 1929-40 
(In Billions of Dollars) 


rity program and industrial insurance, 
which is owned chiefly by the working 
classes, have largely similar coverage, 
we should expect industrial insurance 
to bear the largest part of any decline 
suffered by private insurance as the 
result of the introduction of social insur- 
ance. This can best be tested by an ex- 
amination of the trend in the percentage 
which new industrial insurance sales are 
of total insurance sales. The vagaries in 
industrial sales are difficult of interpreta- 
tion, but the evidence does not reveal 


TABLE 6* 


SALES OF INDUSTRIAL LIFE INSURANCE AS PER- 
CENTAGE OF ALL LIFE INSURANCE SOLD 








Amount Year Amount 





$14.137 
14.334 
14.674 
12.626 
12.515 
12.572 


$19. 267 
19.019 
17.226 
14.513 
13.785 
14.279 

















* Source: Data are from the annual Spectator Life Insur- 
ance Yearbooks, except for the year 1940, whose sales are an 
estimate by the Association of Life Insurance Presidents, pub- 
lished in the Spectator for January 2, 1941, p. 6. 


cial insurance. While income-elasticity 
coefficients of slightly greater than unity 
for life insurance savings worked out 
from income distributions as of a mo- 
ment of time may not be extrapolated 
directly to over-all secular changes in in- 
come, they do create the presumption 
that an increase in national income 
would produce a proportional increase in 
life insurance savings. As for the other 
factor, it is difficult to assess the effect 
of the Social Security program on pri- 
vate life insurance. While new sales of 
life insurance have fallen off during re- 
cent years (see Table 5), both absolutely 
and as a percentage of national income, 
it seems highly doubtful that the So- 
cial Security program has been a major 
causal factor. Since the Social Secu- 


Amount 


(In Billions of Per Cent 
Dollars) 





$4.721 
4.783 
4.422 
3.676 
3.918 


33-4 
32.1 
35.0 
29.4 
31.2 











* Source: Data are from the annual Spectator Life Insurance 
Yearbooks. 


great inroads on industrial insurance by 
social insurance (see Table 6). The sales 
of new industrial life insurance have not 
suffered very markedly as a percentage of 
total since 1936, when the Social Security 
program was inaugurated. Indeed, they 
were a larger percentage of total sales in 
1938, after the program got under way, 
than in 1935, before it had started. As 
the Social Security program adds years 
to its experience and as death benefits 
under its features grow, this judgment 
may need modification.” 

With all these considerations bearing 
on the growth of life insurance in mind, 
a rough estimate is that net life insurance 


23 See R. J. Myers, “Effect of the Social Security 
Act on the Life Insurance Needs of Labor,” Journal 
of Political Economy, XLV (1937), 681-86, esp. 685- 
86. 
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savings will never be larger than their 
$1.67 billion average of the latter half of 
the thirties and that they may well de- 
cline toward zero around 1960. 


LIFE INSURANCE AND THE 
PROPENSITY TO SAVE 


Though the future of net life insurance 
savings is not without its speculative 
character, the other questions dealt with 
thus far are largely questions of fact: 
What is the amount of net life insurance 
savings for specified years? What pro- 
portion of total net savings do they com- 
prise? What income groups in the com- 
munity contribute those savings and in 
what proportions? How do life insurance 
savings behave over the cycle? etc. A 
second group of questions cannot be an- 
swered with so much precision. They 
center around the chief question: What 
is the influence of the institution of life 
insurance upon the propensity to save of 
the community? Two approaches will be 
useful in this connection: (1) a compari- 
son between savings under conditions of 
no organized life insurance system, on the 
one hand, and the institution of life in- 
surance as organized at present, on the 
other hand; and (2) a comparison be- 
tween savings under the present organi- 
zation of life insurance and savings under 
a different organization. 

1. The existence of the present life in- 
surance institution exerts one pressure in 
the direction of decreasing the propen- 
sity to save below what it would be with- 
out such an institution and another pres- 
sure in the contrary direction. One alter- 
native to insuring against a possible ca- 
tastrophe (i.e., to spreading the risk over 
a large group) is to save to the full ex- 
tent of the possible loss. If a man is de- 
termined to have $1,000 in the hands of 
his dependents at the day of his death 
and has not the opportunity of providing 
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that sum through insurance, his only 
choice is to have the sum saved and on 
call through each day of his life. With 
the present insurance system a man of 
thirty-five can secure $1,000 of protec- 
tion against untimely death for the re- 
mainder of his life by the payment of an 
annual premium of $21.08. In the meas- 
ure that there are people who would 
make the same adequate provision by 
saving which they now make through 
saving and insurance combined in a life 
insurance policy, the existence of life in- 
surance institutions of the kind we know 
decreases the propensity to save. But 
there is a force pulling in the other direc- 
tion. Life insurance, by systematizing 
and enforcing a savings program along 
with its pure insurance features, has 
caused savings to be made which would 
not otherwise have been made. The in- 
stitution of life insurance has seized upon 
an elemental need, dinned it in the ears 
of prospective policyholders, infused it 
with moral and religious sanction, and 
firmly established it as a part of the 
mores. We have it as the boast of life 
insurance companies*‘ and the confession 
of policyholders*s that much of the sav- 
ing accumulated in life insurance would 
never have been made were it not for the 
importunity of life insurance agents. 
Whether, then, life insurance, every- 
thing considered, is an institution which 
strengthens or weakens the propensity to 
save depends upon which of the two 


24 See, e.g., William H. Hotchkiss, “Insurance,” 
in Eight Lectures upon Thrift (New York, 1913), P- 
20; John A. Stevenson, “‘Totalling the Life Under- 
writer’s Contribution,” Proceedings of the Associa- 
tion of Life Insurance Presidents, 1938, p. 114; and 
Sir G. C. T. Bartley (ed.), Insurance and Savings: A 
Report on the Existing Opportunities for Working 
Class Thrift (London, 1892). 

45 See, e.g., the case studies in chap. vi of the 
Temporary National Economic Committee’s mono- 
graph, Families and Their Life Insurance (Washing- 
ton, D.C., 1940). 





a” 


7e & ®EASP3P~ 


LIFE INSURANCE CONTRIBUTION TO THE SAVINGS STREAM 49 


forces—the one causing more, the other 
less, saving—is the decisive one. Con- 
sidering that so much of life insurance 
savings come from the lower income 
groups, who perhaps would not have 
saved without this spur, while the upper 
income groups, whom life insurance 
spares the necessity of making all provi- 
sion by saving, perform so small a pro- 
portion of their savings through life in- 
surance, my own judgment is that life 
insurance operates to increase the pro- 
pensity to save above what it would be 
without a system of life insurance. 

If this judgment is correct, life insur- 
ance provides the economy with savings 
it would not otherwise have and in a 
form characterized by inflexibility. The 
complexity of our industrial society un- 
dermines the natural security of close 
family and religious ties, throwing on 
the individual the necessity of seeking a 
commercialized security. This takes the 
form of an insurance contract which 
makes its own contribution to the further 
complexity of the economic mechanism. 
One is struck as he reads the characteris- 
tics of life insurance savings to see how 
little sensitive they are to the supposed 
automatic controls. They are little re- 
sponsive to the interest rate. As savings 
go, they are insensitive to changes in in- 
come. They are unresponsive to depres- 
sion so that if a given reduction of sav- 
ings or an aggregate dissaving is essen- 
tial for a movement toward equilibrium, 
the persistence of life insurance savings 
in remaining positive may necessitate 
greater dissaving elsewhere in the econ- 
omy. 

Admittedly, the view that life insur- 
ance increases the propensity to save 
over what it would be with no insurance 
system is speculative. However, concern 
for life insurance savings in our day need 
hot rest on whether the propensity to 


save is greater with our institution of 
insurance than it would be with no insur- 
ance scheme at all. The pertinent ques- 
tion is: Is the propensity to save in a 
society employing the insurance organi- 
zation we know higher than it would be 
in a society which utilized the insurance 
principle but organized the institution as 
purely an insurance scheme rather than 
as a combined insurance-savings plan? 
The affirmative answer is obvious in the 
statement of the question. 

It is well to emphasize that the re- 
serves held by life insurance companies 
are required by the type of institutional 
arrangement adopted, and additions 
thereto are necessitated by growth of in- 
surance in force. If the level-premium in- 
surance policy is employed, a reserve is 
going to accumulate. Even though the 
mortality tables and the growth trends 
indicate that the reserve need not be 
touched, it cannot be dispersed, first, be- 
cause it must earn interest, and second, 
because justice must be maintained as 
among policyholders of successive peri- 
ods entering the insurance scheme. The 
laws requiring specified policy reserves 
are not arbitrary but are determined in 
accord with the principle of returning to 
each policyholder the protection and the 
savings which his premiums secure for 
him. Reserves are not mere safeguards 
against contingencies. 

Could we have the same system of life 
insurance (i.e., one employing both pure 
insurance and savings features) and yet 
not require the tremendous reserves? 
The answer is that the required savings 
can be changed only with a modification 
of the insurance system. The combina- 
tion of pure insurance and saving is ca- 
pable of considerable variation. At one 
extreme is the single-premium policy. 
The single premium goes immediately to 
the reserve, interest from which serves to 
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provide term insurance for the amount 
at risk (difference between the face value 
of the policy and the size of the reserve 
as of any given year) and to build further 
the reserve. At the other extreme is term 
insurance, which provides protection 
over some specified short period for the 
payment of a small risk premium; the 
only saving which enters is that arising 
from the technical necessity that the pre- 
mium be received at the beginning of the 
term but is not fully dispersed until the 
close. The greater the modification of 
the insurance system in favor of term in- 
surance, the smaller the required saving. 

The cost of term insurance is the sub- 
ject of a notorious controversy. But the 
heart of the controversy concerns the dis- 
tribution of the cost among the insured 
group, not the difference in total cost of 
alternative schemes for the entire group, 
which is the concern here. Given a group 
of similarly situated men who insure 
themselves by renewable term insurance 
until the last one has died, the cost for 
the group will be the same as if they had 
insured themselves by level-premium 
whole-life insurance, provided that the 
rate of interest earned on the savings ele- 
ment of the level-premium policies is 
charged as an opportunity cost against 
them and that the administrative costs 
are the same under each scheme. Either 
scheme must provide in benefit payments 
the face value of the policy multiplied by 
the number in the group, and the choice 
of scheme merely determines whether 
this sum shall come from saving and risk 
premiums or exclusively from premiums. 
There is a real difference in distribution 
of cost among the group. The man who, 
having chosen term insurance, lives to a 
late age will discover that he should have 
chosen level-premium insurance; but the 
beneficiaries of the man who dies young 
will receive the same benefit as if the 


level-premium policy had been em. 
ployed, and the insured will have ex- 
pended less for the protection. 

There are weighty arguments against 
the extension of term insurance: that its 
prohibitive cost at high age levels unfits 
it for the many, any one of whom may 
live long; that policyholders misunder- 
stand it; and that it presents difficulties 
for the insurance companies who find the 
poor risks holding on to renewable term 
insurance, the good risks deserting it for 
whole life, thus producing unfavorable 
mortality rates among term-insurance 
groups. But if, after the passing of the 
present war and the gigantic armaments 
program, economies like our own should 
be confronted with long and sustained 
dearths of investment opportunities while 
streams of net savings continue to pour 
into life insurance institutions, there will 
be a strong case for the extension of term 
insurance. 

The efficacy of a widespread adoption 
of term insurance for the diminution of 
the savings stream should not be overes- 
timated. Many advocates of term insur- 
ance make the specification that it is to 
be employed in the early years of life only, 
and that a savings program is to supple- 
ment it and finally to take its place with 
advancing years. For the mind which is 
worried with an excess of saving over in- 
vestment opportunities, this is no solu- 
tion of the broad economic problem at all 
but merely a change in the form of saving 
from life insurance to something else. 
This might have its advantages in releas- 
ing capital from the conservative invest- 
ment channels—railroad, public utility, 
and government bonds and mortgages— 
to which it is in the main confined by 
law, and sending it into venture chan- 
nels. This is not certain, however, for the 
restrictions of law at this point seem to 
concur with the policyholders’ prefer- 
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ences. Such a plan might also serve to 
keep local capital supply on the local cap- 
ital market rather than to divert it 
through insurance company channels. 
But these things are incidental. Term 
insurance will dry up the net savings pro- 
ceeding from life insurance only if it is a 
complete insurance program carried on 
without any supplementary saving for 
insurance objectives and carried through 
to the end of the period for which pro- 
tection is desired. 

Furthermore, a widespread adoption 
of term insurance would not dry up that 
part of the life insurance savings stream 
which flows from annuities and endow- 
ments but only that part which arises 


from life insurance proper. It would dis- 
pel the need for some $17 billion of the 
$30 billion insurance reserve and cut the 
net annual addition to the reserve by 
roughly 60 per cent. The drying-up of 
the remainder of the stream, should it 
ever be thought desirable, would require 
much more drastic action—an assump- 
tion of responsibility for human welfare 
in a program of social security so broad 
as to make it without point to save for 
security. Before so revolutionary a step 
would be taken, the federal government 
would doubtless engage in the sale of en- 
dowments and annuities as a means of 
social control of savings and investment. 
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MYTHS AND ILLOGIC IN POPULAR NOTIONS 
ABOUT BUSINESS CYCLES’ 


RICHARD C. BERNHARD 


tist of all the phenomena which 
A have been set forth at one time 
or another as the cause of eco- 
nomic depressions would be long indeed. 
Sunspots, cosmic radiation, human na- 
ture, greed and selfishness, rainfall, the 
number of births and deaths, popular 
emotions, speculation, wars, harvests, 
the price of silver, inventions, and many 
other events have all been charged, either 
by amateur or professional economists, 
with the ups and downs of economic life. 
While economists, statesmen, financiers, 
and the general public have been at- 
tributing depressions to any one of a 
variety of conditions or events, they have 
overlooked the extent to which some of 
their own crude ideas and preconceptions 
about the business economy have helped 
to keep economic activity bouncing up 
and down. Among the major causes of 
business fluctuations should be listed, 
therefore, the foolish ideas people have 
about them. 

Excellent examples of such notions 
which ought to be critically analyzed 
may be found in the congressional hear- 
ings on monetary policy and in the offi- 
cial literature of the Federal Reserve 
System up to 1935. (After this date the 
Reserve System administration changed, 
and the whole “philosophy” changed 
too.) Although these ideas are no longer 
held by the administrators of the Federal 
Reserve System, it would be a mistake to 


' Thanks are due to Professors William Jaffé and 
Charles McKinley and to Dr. Clem C. Linnenberg, 
Jr., for valuable assistance in stating briefly the main 
points of a much longer paper. 


believe that they are no longer current 
among many business and political lead- 
ers or to believe that they will never con- 
trol policy again. A set of ideas that has 
once been widely held does not easily 
pass out of existence, even though the 
ideas are illogical and mutually incon- 
sistent; and, after this war, economic re- 
adjustments may be made much more 
difficult by popular but erroneous no- 
tions about our economy, just as mistak- 
en beliefs about treating illness may 
hinder a cure. 

A detailed examination of those vague 
theories and popular generalizations, the 
mythology and illogic to which I refer, 
would take a whole volume, but the main 
ideas may be summarized quite easily. 
However, lest a summary statement of 
these popular notions make them seem 
too bizarre or make the summarization 
appear to be a travesty, we should re- 
member that these ideas were covered up 
with much verbiage and were never given 
a logical analysis to test the consistency 
of one idea with another. “Principles 
taken upon trust, consequences lamely 
deduced from them, want of coherence in 
the parts, and of evidence in the whole’” 
is Hume’s characterization of some sys- 
tems of philosophy, and it may serve as 
an excellent description of much econom- 
ic theorizing. Further, the testimony of 
monetary authorities and of other offi- 
cials before congressional committees re- 
veals how little importance these author- 
ities attached to a logical and complete 


? David Hume, A Treatise of Human Nature 
(Everyman ed.; London, 1911), I, 3. 
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economic theory for deciding on eco- 
nomic policy.? We must not be surprised, 
therefore, to find certain practices in 
economic affairs, as in medicine, which 
were once considered salutary but which 
later proved to be harmful. Just as 
bloodletting was a phase in the develop- 
ment of medical science, so equally crude 
economic and monetary policies have 
been carried into effect during the his- 
tory of our modern social and economic 
system. If the ideas which have led to 
harmful policies in the past may be root- 
ed out, at least from the minds of those 
controlling political and economic af- 
fairs, society may escape much unneces- 
sary, self-inflicted trouble. This is a 


phase of the larger problem of freeing 
economists from attachments to tradi- 
tional notions that interfere with a scien- 
tific search for economic causation and of 
keeping publicists, political and business 
leaders—and also the common man— 
abreast of the conclusions of the best 


critical thinking on economic matters. 


I 


Two different kinds of economic dis- 
orders or maladjustments were frequent- 
ly referred to in popular discussions dur- 
ing the years 1900 to 1935, in committee 
hearings, and in official pronouncements 
of the Reserve System officials. These 
disorders were considered as sources of an 
inevitable depression. One of them was 
called a “scarcity of capital”; the other, a 
“surplus production of commodities.” 
Particularly after World War I, the Fed- 
eral Reserve authorities worried about a 

3See Committee on Banking and Currency, 
House of Representatives, Hearings on Stabilization 
of Price Level for Commodities in General, H.R. 7895 
(69th Cong., rst sess. [1926]), pp. 381, 647. The 
deputy governor of the Bank of England, Sir Ernest 
Harvey, also implied that a knowledge of economics 
was not necessary for his duties. See his testimony 
before the 1931 Committee on Finance and Indus- 
try, Report of the Committee (London, 1931), Q. 7510. 
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scarcity of some undefined entity called 
“capital.” They were certain that this 
scarcity would bring on a depression, 
making unemployment inevitable; and, 
when a depression did occur in 1920, they 
thought that events had proved the ac- 
curacy of their analysis. Fears about a 
scarcity of capital were seldom expressed 
during the Glorious Twenties, but after 
the crash in 1929 some writers and many 
Pullman-smoker economists insisted that 
the country as a whole had been living 
too high and too fast and that the “cap- 
ital”’ of the country had thereby been ex- 
hausted. 

Historical antecedents of this belief in 
a scarcity of capital are found in an old 
economic theory elaborated by such 
English classical economists of the early 
nineteenth century as Ricardo, Malthus, 
James and J. S. Mill, e¢ al. According to 
this theory, a “subsistence fund” or a 
“wages fund,” often called “circulating 
capital,” was supposed to constitute an 
absolute limit on the total amount of 
wages that could be paid; but classical 
economists like Ricardo never argued 
that a deficiency in the subsistence fund 
(capital) caused cyclical or periodic busi- 
ness depressions. The subsistence-fund 
theory was devised solely to explain the 
relative share of the national income go- 
ing to labor, not to explain crises. Never- 
theless, popular writers, and even some 
professional economists, used the ter- 
minology and concepts of a theory about 
the distribution of a limited amount of 
food and clothing (and possibly raw ma- 
terials) to explain cyclical depressions. 
Long after the theory was abandoned as 
an explanation of the level of wages, it 
was still being used to explain depres- 
sions, usually in post-mortem examina- 
tions of particular booms and crises. It 
should also be pointed out here that 
many writers during the later nineteenth 
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century and even in the twentieth 
century saw no contradiction in saying 
with one breath that there was a scarcity 
of “capital” and with the next breath 
that merchants had more goods than 
they could sell. Thus goods were alleged 
to be both scarce and overabundant at 
the same time.‘ 

The intended meaning of the concept 
“a scarcity of capital” is impossible to 
determine, for sometimes the context 
seems to indicate physical goods and at 
other times it seems to indicate the vol- 
ume of money, which are entirely differ- 
ent and not necessarily correlated enti- 
ties. Nevertheless, there was universal 
agreement that the quantity of circulat- 
ing media or the volume of bank loans 
should be restricted and also that inter- 
est rates should be increased whenever 
the bogy “capital scarcity” appeared. 
Since raising interest rates and restrict- 
ing bank loans decrease the incentive to 
employ labor and capital and tend there- 
by to produce unemployment, it logically 
follows that a lack of goods (capital) was 
to be remedied by unemployment. The 
“exhausted capital” was to be replaced 
by not working! 


II 


Keeping the first alleged cause of de- 
pressions in mind, let us look at the sec- 
ond economic maladjustment, which 
would be followed sooner or later, so it 
was thought, by a depression. This sec- 
ond cause of general business difficulties 
was a surplus production of goods or a 
generally excessive stock of commodities 
on hand. In such a case, according to the 
popular view, economic activity—that 
is, production—had to be slowed down, 

‘Among those who assume this position are 
James Wilson, Condy Raguet, H. P. Willis, and 
J. L. Laughlin. See also a statement by a congress- 


man quoted with approval in the Annual Report of 
the Federal Reserve Board, 1921, p. 102. 


by monetary policy if necessary, until 
this excess had been taken off the mar- 
ket; and, if economic activity were not 
damped, speculation would be rampant 
and disaster would follow. This was the 
most popular diagnosis of economic ills or 
economic disequilibrium all through 
the 1920’s. Its roots go back to the 
mercantilist’s “fear of goods,” for too 
much goods made bad business. Expo- 
nents of this theory glossed over the un- 
pleasant fact that unemployment result- 
ed when production was decreased. They 
said economic activity merely had to be 
“slowed down” so that the volume of 
production should not outrun consump- 
tion—a “necessary readjustment” was 
required. When those in authority took 
measures tending to decrease the volume 
of production, they assumed the attitude, 
“This is going to hurt me worse than it 
does you”—an attitude which has al- 
ways been singularly unconvincing to 
those who are its victims. 

Equilibrium of production and con- 
sumption was to be secured, it was 
thought, by cutting down on production. 
This remedy overlooks the fact that in- 
come with which to buy is received by 
most people only when they are produc- 
ing goods and that, as soon as production 
stops, the workers stop receiving an in- 
come and must therefore cut down on ex- 
penditures. For the economic system as 
a whole, it is stupid to try to cut down on 
production in order to get rid of surplus 
goods, because at the same time that pro- 
duction is cut, purchasing power is also 
reduced by the reduction in wages, sal- 
aries, and profits.’ The policy of adjust- © 


5 A surplus may be reduced in this way, it is true, 
if people can and will spend a larger proportion of 
their current earnings than before, or, better still, if 
they spend more than their current earnings; but this 
method is as effective as trying to reach Chicago 
speedily from New York but going by way of the 
Suez Canal. 
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ing production to consumption by reduc- 
ing production, if carried out completely, 
might result in a lone survivor producing 
goods which he could not sell—all the re- 
maining inhabitants of the country hav- 
ing died of starvation because they could 
not earn an income with which to buy, 
while goods were still excessive. 


III 


A discussion of these popular economic 
notions which had a powerful influence 
on economic policy in the past would be 
incomplete without a consideration of 
metaphorical arguments and economic 
analysis based on analogies. Both the 
metaphors used and the analogies em- 
ployed reveal much about the level of 
economic thinking. Dr. A. C. Miller, 
who served the longest period of years on 
the Federal Reserve Board, once told 
how the Federal Reserve policy was de- 
termined: “For the most part, what is 
done is done because someone feels un- 
comfortable about what is transpiring and 
what he thinks may develop.’ It seems 
to me that metaphors and analogies had 
just about as much influence in determin- 
ing when someone felt “uncomfortable” 
as any strictly economic theory. Miller, 
who had been a professor of economics, 
lost faith in the validity of those theories 
he once taught and apparently failed to 
keep up with current developments in 
economic thought. This may be one 
reason for a deep distrust of experts and 
a reliance on “feeling.’’ 

The most frequent kind of metaphor 
to be found deals with the “health” of 
the economic system. There would be 
no objection to such terminology if 
“healthy” conditions had been adequate- 
ly defined; but the determination of eco- 
nomic “health” or “ill health” by the so- 
called “scarcity of capital’ or by a gen- 


® Hearings on H.R. 7895, p. 647. 


eral redundancy of stocks of commodities 
does not stand the preliminary test for a 
valid explanation, that of logical consist- 
ency. In 1919 the Federal Reserve Sys- 
tem was proposing to check the expan- 
sion and to “induce healthy liquida- 
tion.”’? Such liquidation would restore a 
“healthy condition of mind”’ in the busi- 
ness community.* The governor of the 
Federal Reserve Board, W. P. G. Hard- 
ing, once told some of the directors of the 
Reserve banks that “our problem .... 
is to check further expansion and to bring 
about a normal and healthy liquidation 
without curtailing essential production 
and without shock to industry.”® In its 
Seventh Annual Report the Board ex- 
pressed its belief in “sound” economic 
and financial principles and then added: 
“The present is not a time for resorting 
to empirical remedies which merely dead- 
en unpleasant sensations temporarily and 
which, instead of restoring the patient to 
health, undermine his strength and de- 
stroy his vitality.”*° This statement 
would have had some meaning if the eco- 
nomic physiology and the economic pa- 
thology referred to had been systemati- 
cally explained in one place or another. 

Instead of going on to cite other uses 
of this kind of metaphor, I shall merely 
list a few of the metaphors which will be 
familiar to anyone who has glanced at ex- 
positions of economic and monetary pol- 
icy. First place in any list must be given 
to that phrase which was so effective in 
stopping thought on monetary matters: 
“accommodating commerce and indus- 
try.”” The following may be arranged in 
any order, but it is really only a partial 
list selected at random: “necessary fe- 


7 Annual Report, 1919, p. 67. 

8 Ibid., p. 72. 

9W. P. G. Harding, The Formative Period of the 
Federal Reserve System (New York, 1925), P- 172- 


10 P. 40. 
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adjustment,” “conserve credit,” “needs of 
business,” “financial stringency,” “‘finan- 
cial upheaval,” “flooded markets,” “con- 
gestion of commodities,” “overexpan- 
sion,” “danger point,” “artificial prosper- 
ity,” “orgy of extravagance,” “‘mania for 
speculation,” “demoralization of the 
agencies of production and distribution,” 
and so on. The objection to these meta- 
phorical words and phrases is not that 
they are picturesque—that would be a 
point in their favor—but one must ob- 
ject when such words are used without 
an adequate conception of their meaning 
and connotation. Around such words has 
grown a mystic aura which seems to sat- 
isfy inquiry by suggesting something uni- 
versally true and strangely profound, but 
what they suggest is totally inadequate 
either as a statement of an economic 
problem or as a causal explanation. 

The use of metaphor and analogy in it- 
self is not objectionable, for a large frac- 
tion of all reasoning, particularly in the 
social sciences, is based on similarities of 
conditions and situations. Whenever 
metaphors and analogies are used, a care- 
ful check should be made to see that the 
similarities are not merely superficial but 
are sufficient to warrant the conclusion 
that what is true in one case will be true 
in another. However, the fact that there 
are tides in the ocean or seasons during 
the year gives no ground for arguing 
that there must be cycles, uncontrollable 
cycles, in economic activity, unless it is 
shown either that the same forces pro- 
duce tides and economic cycles or that 
there are other forces which act in a sim- 
ilar fashion on economic activity to those 
forces exerted on the ocean waters. I am 
not arguing that there are not forces pro- 
ducing cycles! Something has certainly 
caused the ups and downs during the past 
twenty-five years! I do protest against 
the uncritical use of analogies and meta- 


phors as adequate interpretations of eco- 
nomic phenomena, particularly when 
such explanations make men resigned to 
the fate of an unstable economy. Too 
much of the economic reasoning of 
the 1920’s appears to be on a par 
with that reasoning, obviously based on 
superficial likenesses, which concludes 
that fish is good brain-food and that red 
berries are good for the blood. 


IV 


The use of analogies drawn from the 
cyclical movements in the physical uni- 
verse is not so noticeable as the use of 
metaphor, but analogies may have been 
even more important in shaping the con- 
clusions of Reserve Bank authorities, 
businessmen, and bankers. At least, cy- 
clical movements in nature made the cy- 
cles in economic conditions seem a part 
of the “order of nature” and led some to 
accept economic fluctuations with the 
spirit of resignation adopted toward the 
seasons and the tides. The best one could 
do was to endure the winter weather and 
the corresponding unpleasant season of 
economic depression. In the Eighth An- 
nual Report of the Federal Reserve Board 
for 1921 it was stated that the country 
had experienced during the last five years 
“the greatest expansion of business ever 
known. It was realized all the while . . . . 
that there would be, sooner or later, re- 
action and readjustment.’™ Later in 
this report a letter is published which was 
sent to the House of Representatives by 
the governor of the Federal Reserve 
Board. The ideas expressed seem to me 
an excellent example of twentieth-cen- 
tury mythology: 

In the light of recent experience we should 


remember, when we again enter into a period of 
full prosperity, that a reaction will follow sooner 


mP, 1, 
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or later; and if the flow in the incoming tide can 
be controlled so that the crest may not be 
reached too rapidly nor rise too high the subse- 
quent reaction will be less severe and the next 
period of industrial and commercial activity and 
general prosperity will be marked by saner 
methods, greater achievement along construc- 
tive lines, and by a longer duration than any 
which we have had before. We should not for- 
get that the ebb of the tide is always equal to 
the flow and that the ebb in the Bay of Fundy, 
where the tide rises highest, is far greater than 
in safer harbors where the tidal fluctuations are 
more moderate.” 


In a statement before a congressional 
committee, the governor of the Federal 
Reserve Bank of Philadelphia rejected as 
unsound any attempt to control the 
price level, saying that such an attempt 
was “very much like erecting a dam to 
stop the flow of the natural current.” 
Dr. Miller said that Nature would have 
more to say about the price level than 
either Congress or the Federal Reserve 
Board™ and that, “where there has been 
inflation, there must follow deflation, as 
a necessary condition to the restoration 
of economic health.’*5 Another popular 
interpretation of business fluctuations, 
which is akin to the interpretation in 
terms of the forces of nature, is “the his- 
toric process,” a rather vague and myste- 
rious group of forces behind events. “All 
know, or should know, that every past 
depression has been followed in due 
course by a rise in productive activity to 
new and record levels .. . . the new high 


12 P. 99. Woodrow Wilson seemed to have a simi- 
lar idea. See the quotation from Wilson given in 
Paul Warburg’s book, The Federal Reserve System 
(New York, 1930), p. 107. 


13 Hearings on H.R. 7895, p. 381. 


*4 Senate Committee on Banking and Currency, 
Hearings on Restoring and Maintaining the Average 
Purchasing Power of the Dollar, H.R. 11499, S. 4429 
(72d Cong., rst sess. [1932]). This is a strange state- 
ment, coming from one who objected to the “‘meta- 
physics” of price indexes. 


*S Quoted in Harding, op. cit., p. 137. 
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shows that the lessons of the past are 
still valid.’”® 

When one sees how thoroughly the 
idea of cycles, of action and reaction ac- 
cording to some mysterious natural law, 
has penetrated the thinking of so many 
people, it seems that the analogies to 
which I have referred could not be the 
complete explanation of this view of eco- 
nomic events. There must be something 
deeper in the tradition of our thinking to 
account for the frequency of these ideas. 
Professor A. N. Whitehead tells how 
modern science and modern thinking are 
pervaded by the concept of inexorable 
fates, of indulgence and retribution, of 
fates, ‘remorseless and indifferent urging 
a tragic incident to its inevitable issue.” 
In trying to discover those economic 
ideas which were significant in deter- 
mining the policies adopted during the 
twenties and early thirties, it seemed 
clear to me that the view of the universe 
mentioned by Whitehead did have an 


important influence on current beliefs 
about the business cycle. Gustav Cassel, 
however, has a slightly different explana- 
tion, for he characterizes the general 
view of business cycles as ingrained puri- 


tanism."® Gunnar Myrdal, a brilliant 
contemporary Swedish economist; also 
comments on the view which I have just 
described, and approves of Cassel’s sug- 
gestion. He calls it a mechanistic inter- 
pretation, saying: 


*6The National City Bank, Monthly Bulletin, 
January, 1940, pp. 1-2. It is amusing to observe that 
“the historic process” has been used by both the con- 
servative and the radical to support party dogmas. 
Marx used the concept of a historic process to give 
assurance of the inevitability of the communist 
state; the conservatives use it to prove that all will 
be well in the future. 


17 Science and the Modern World (New York, 
1935), P. 15. 


"8 The Crisis in the World’s Monetary System 
(New York, 1932), p. 76. 
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Usually it emphasizes that prosperity is 
“necessary” in order to stimulate economic life, 
and that the crisis and depression are ‘‘neces- 
sary” for a liquidation of the errors in invest- 
ment which are made during prosperity. This 
mechanistic interpretation has many nuances. 
On the whole it represents, in terms of business 
cycle and monetary theory, a singular ration- 
alization of the political program of economic 
liberalism in which a fatalistic, negative atti- 
tude toward planned economic control becomes 
a doctrine expressed in a terminology resem- 
bling that of the natural sciences. This peculiar 
attitude toward business cycles has its psycho- 
logical basis in the habit men have of thinking 
in terms of rhythms and cycles. We walk, they 
reflect, by first advancing one leg and then the 
other; after the flood comes the ebb, after the 
sunshine comes rain, and after day comes night; 
and in the same way good and bad times must, 
by the order of nature, follow one another. 
Cassel once jestingly remarked that perhaps the 
whole attitude was ultimately based upon a 
primitive puritanism;—happiness is in some 
way evil, is something immoral, which should be 
accompanied by a purifying misery now and 
then in order that those who have experienced it 
may be redeemed; and so it is only proper, right 
and natural that after the upswing, with all its 
dangerous mistakes, bad times should follow."® 


Direct evidence of this puritan men- 
tality in the United States may be seen 
in the legislative hearings on economic 
policy before and after the stock market 
crash of 1929. The attitude of the legis- 
lator, the private and the central banker, 
as well as the economist, in these hearings 
is that speculation is something immoral 
and sinful: the wages of the sin of specu- 
lation is depression. When Ogden L. 
Mills, the Secretary of the Treasury, was 
asked if depressions were inevitable, he 
replied: “Human nature being what it is, 
who can say when the day will come 
when we will not be guilty of such ex- 


'* Monetary Equilibrium (London, 1939), pp. 
201-2, This book is a translation, with revisions, of 
Myrdal’s section in Beitrdége sur Geldtheorie, ed. 
Hayek (Vienna, 1933). Hoping to make the passage 
Clearer, I have re-worded some sentences in the light 
of the German version; see p. 480. 


cesses of expansion that retribution will 
not necessarily follow.’*° A psychologist 
might maintain that there was an ele- 
ment of masochism in such a view of the 
economic system. 

Anyone at all sensitive to the under- 
tone of feelings at the congressional hear- 
ings—an undertone which may be sensed 
even in the printed record—will find a 
moral indignation toward those who were 
reputed to be speculators and toward 
those who aided the speculators, for it 
was this evil, according to the popular 
view, which caused excesses and the sub- 
sequent headaches. The victim of the 
sin of speculation was “legitimate busi- 
ness”; and in accordance with the Old 
Testament code of morality, when the 
guilty were punished, the innocent suf- 
fered too. Of course, no one could deter- 
mine in advance what types of business 
activity were truly speculative in the 
evil sense, and those accused of this sin 
considered themselves engaged in legiti- 
mate business. Fairly wide agreement 
was obtained about the presence of specu- 
lation on the stock market, but most peo- 
ple were very confused about the rela- 
tionship between the stock market and 
the production and consumption of 
goods. 

To find that puritan ideas of morality, 
that ideas of the remorseless working of 
Fate, of retributive justice, and of a nat- 
ural historical development have all in- 
fluenced economic policy might surprise 
one at first; but the fact is that Wall 
Street journalists and communists, Fed- 
eral Reserve bankers and certain econo- 
mists, as well as the Greek dramatists, 
have interpreted events in similar terms. 
This may shake one’s confidence a bit 


2° Committee on Banking and Currency, House 
of Representatives, Hearings on Liberalizsing the 
Credit Facilities of the Federal Reserve System, H.R. 
1903 (72d Cong., rst sess. [1932]), p. 29. 
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in man’s ability to think scientifically 
about social matters; but some people do 
learn, though others merely draw moral 
lessons and incorrect conclusions. The 
editor of the London Times wrote in 
1937: “Hitherto the world has apatheti- 
cally accepted the ebb and flow of busi- 
ness activity as beyond the power of man 
to control, a necessary feature of the 
working of economic law,’ and then he 
goes on to say that this fatalistic attitude 
is no longer possible. In a publication of 
the International Labour Office a group 
of economists conclude that the view 
must be rejected which holds that eco- 
nomic cycles are subject to “la vieille loi 
des vaches maigres et des vaches 
grasses.”** In this country a similar 


31 January 14, 1937. 


change in thought seems to be evident. 
How prevalent and how significant this 
change is remains to be seen after the 
war is over. In a democratic society in 
which his majesty the citizen must to 
some extent play the role of an economic 
physician, or at least that of a consulting 
economic physician, crude notions about 
the economy may have disastrous con- 
sequences. Therefore, it is essential that 
we see economic facts and relationships 
without the hindrance of bad metaphys- 
ics. Will the popular belief insist that a 
depression after the rearmament boom is 
necessary or inevitable? Let us hope not. 


Waszarncton, D.C. 


22 International Labour Office, Problémes du 
chomage en 1931 (“Etudes documents, Série C, 
Chomage,”’ No. 16 [Geneva, 1931)). 
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THE PRODUCTION FUNCTION FOR MANUFACTURING IN THE 
UNITED STATES, 1904 


PATRICIA DALY, ERNEST OLSON, AND PAUL H. DOUGLAS? 


the authors and different associates 

have conducted cross-section and 
time studies of manufacturing in Australia,’ 
Canada,‘ and the United States‘ for selected 
years. The general economic conditions pre- 
vailing in the years covered by these studies 
have ranged from comparatively quiet times 
togreatly disturbed times. Years of depres- 
sion, such aS 1904 and 1914, and years of 
prosperity, such aS 1909 and 1919, have 
been subjected to the same statistical proce- 
dure. The results have tended to support 
the use of the function P = bL*C’ to de- 
scribe the relationship of labor, capital, and 


Oe a period of several years one of 


' The authors wish to thank their friend and col- 
league, Mr. H. Gregg Lewis, for numerous helpful 
suggestions. We also wish to thank Mr. B. Nimer 
for aid given in computing, and Mr. Y. K. Wong for 
drawing the charts. 


* Captain, United States Marine Corps. 


}Paul H. Douglas, The Theory of Wages (New 
York, 1934), pp. 167-72; Marjorie L. Handsaker 
and Paul H. Douglas, ““The Theory of Marginal 
Productivity Tested by Data for Manufacturing in 
Victoria,” Quarterly Journal of Economics, Lil, 
Nos. 1 and 2 (November, 1937, and February, 
1938), 1-36, 215-54; Grace T. Gunn and Paul H. 
Douglas, “Further Measurements of Marginal Pro- 
ductivity,’”’ Quarterly Journal of Economics, LIV 
(1940), 399-428; and “The Production Function 
for Australian Manufacturing,” ibid., LVI (1941), 
108-29. 


‘Patricia Daly and Paul H. Douglas, “The 
Production Function for Canadian Manufactures’”’ 
forthcoming). 


‘Paul H. Douglas, The Theory of Wages, pp. 
113-67; M. Bronfenbrenner and Paul H. Douglas, 
“Cross-Section Studies in the Cobb-Douglas Func- 
tion,” Journal of Political Economy, XLVII (1939), 
761-85; Grace T. Gunn and Paul H. Douglas, “The 
Production Function for American Manufacturing 
in 1919,” American Economic Review, XXXI 
(1941), 67-80; and “The Production Function for 
American Manufacturing for 1914,” Journal of 
Political Economy, L (1942), 595-602. 


product in the manufacturing sector of the 
economy. 

The year covered by the present study, 
1904, was relatively dull, characterized by 
a mild depression in the early months and by 
a revival during the last half of the year.° 
Exports fell off somewhat, and imports 
gained considerably. By 1904, American 
trade-unionism was in a flourishing condi- 
tion. The American Federation of Labor, 
strengthened by its triumph over the 
Knights of Labor, reached its maximum 
membership up to that time, growing from 
272,000 in 1897 to 1,700,000. Except for 
cyclical fluctuations, real wages were, how- 
ever, comparatively constant. The primary 
reason for this was the failure of the average 
productivity of labor (P/L) to advance ap- 
preciably during the preceding decade. The 
period was indeed one in which the capitalis- 
tic system was more or less marking time in 
so far as technical improvements in produc- 
tion were concerned. This seems to have 
been true of virtually all the industrial na- 
tions of the world, with the exception of 
Sweden. While the years from 1900 up to 
1904 had been marked by a great extension 
of unionism and of collective bargaining, the 
honeymoon period was, nevertheless, draw- 
ing to a discordant close in a number of in- 
dustries. This was due, in large measure, to 
the efforts of management to resist the mo- 
mentum of the union movement, which they 
feared would shift the balance of bargaining 
power. This ushered in a long era of labor- 
management hostility which had been 
touched off by the successful anthracite- 
coal strike of 1902. 

By 1904 the steady rise in prices, which 
had begun in 1896, was well under way. For 
manufacturers this meant more favorable 


*See Willard Long Thorp and Wesley C. 
Mitchell, Business Annals (New York, 1926), p. 139. 
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opportunities for increasing profits through 
the widening of the profit margin; for wage- 
earners it meant a lower real income unless 
money wages could be proportionately in- 
creased. Between 1896 and 1904 the retail- 
price index of food (based on twenty-nine 
commodities used by families of wage- 
earners) rose from 95.4 to 112.2 (1890-99 = 
100), an increase of nearly 17 per cent over a 
period of eight years. This was the highest 
level reached in this period. The index of 
clothing prices also rose steeply, from 92 in 
1894 to 111 in 1904, or 19 per cent in ten 
years. The prices of other goods and serv- 
ices consumed by working-class families also 
increased appreciably. The index for fuel 
and light for 1894 was 91, while ten years 
later it had risen to 143—an increase of 52 
per cent. This rise was not uninterrupted, 
however; the index for the year 1903 show- 
ing a value of 166, with other fluctuations in 
earlier years. Furniture was even more ir- 
regular but showed a fairly steady rise from 
102 in 1894 to 117 in 1904. Spirits and to- 
bacco advanced from 88 in 1893 to 118 in 
1904. In general, the cost of living for work- 
ingmen ranged from a low of 97 in 1894 to 
a high of 115 in 1904, the peak value of the 
series coming in 1903, when the index was 
116.7 


THE RESULTS FOR THE YEAR 1904 


As in earlier studies, we used P = bL*Ci 
as the production function for manufactur- 
ing in this cross-section study for the United 
States. Statistical data for 336 manufactur- 
ing industries reported in the census were 
used.* In the production function, L (labor) 
is the average number employed, including 
wage-earners, clerks, superintendents, and 
salaried officers of the corporations. Propri- 
etors and firm members are excluded. This 
definition is the same as the one used for the 
1909 and 1914 Studies. In a second analysis 
for 1904, however, proprietors and firm 
members were included, making the revised 

7 Paul H. Douglas, Real Wages in the United States, 
1890-1926 (Boston, 1930), chap. ii. 


§ Special Report of the Census Office, Manufac- 
tures, Part I: 1905, pp. 26-65. 


definition agree with that of 1919. C, or cap- 
ital, is total capital, i.e., both fixed and work- 
ing capital. The 1914 and 1919 studies used 
the same definition. For 1909 this definition 
and also one excluding working capital were 
used. The product, P, is the value added by 
manufacture. According to the census, this 
is the gross product minus (1) the cost of the 
materials used (which includes fuel, power, 
light, etc.), (2) contract work, (3) rent of 
factory, and (4) taxes. There is no deduc- 
tion for depreciation. This definition, too, is 
the same as that used for the 1914 and 1919 
studies. In the 1909 study, however, a de- 
duction for depreciation was made. These 
differences in the definitions of L, C, and P 
must be kept in mind if comparisons of the 
results of the different studies are to be 
made. 

In logarithmic form the production func- 
tion P = bL*C?' is 


X,=a+kX.+jX;, 


R 
% 


log L, 
log C, 


This equation was fitted to the data by the 
method of least squares, with minimization 
in the X, direction.» The following values of 
the parameters of the function and their 
standard errors were found: 


a = 2.080 
k = 0.647 
j = 0.311 


or = 0.023 
oj; = 0.022 


The production function for 1904 is, there- 
fore, 


X, = 2.080 + 0.647 X, + 0.311 X; 


P = 161 L%47 C3", 
When L includes proprietors and firm 


9 A discussion of the problem of selecting a direc- 
tion of minimization may be found in Gunn and 
Douglas, “Further Measurement of Marginal Pro- 
ductivity,” op. cit., pp. 402-3. 
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members, however, the following revised 
values are obtained: 


@ = 2.031 


k = 0.654 
j = 0.312 


o = 0.022 
oj; = 0.021 


In earlier studies the values of & were 
found to be close to 0.75. (In the cross-sec- 
tion studies of 1909 and 1919, which, on the 
whole, were years of prosperity, the values 
found for k were, respectively, 0.74 and 0.76; 
in the time study for 1899-1922 the value 
found for k was 0.76.) The values found for 
k in the present study are somewhat below 
those of the earlier studies. 

Whether or not the lower value of & in the 
present study is explained by the fact that 
1904 was a depression year is uncertain. It 
is interesting to note that for 1914, another 
depression year, the value of & was 0.61. 
The value of 5*° is somewhat lower than that 
found for 1919, the value for 1904 being 161, 
and that for 1919, 245. 

The sum of & and 7 is only slightly less 
than unity (0.96). (The value of this sum 
was unchanged by the addition to L of pro- 
prietors and firm members.) This shows that 
the manufacturing sector of the economy 
covered by our sample of 336 industries was 
operating under conditions of constant or 
very slightly diminishing returns. It indi- 
cates a high degree of competition, since vir- 
tually the whole product was distributed to 
the factors. This is seen from the fact that 
AP/AL = kP/L and AP/AC = jP/C, and 
hence L AP/AL + C AP/AC = (k + j)P. 
Under perfect competition (k + j) is 
equal to unity, the total product thus being 
exhausted in payments to the factors. How- 
ever, under conditions of decreasing returns 
the sum of the exponents & and j is less than 
unity. On the other hand, if the sum of the 
exponents is greater than unity, increasing 
returns characterize the industry. In this 
case the sum of the total productivities of 
the factors exceeds the total product. 


*e A discussion of the significance of 5 in the pro- 
duction function may be found in Bronfenbrenner 
and Douglas, “Cross-Section Studies in the Cobb- 
Douglas Function,” op. cit., p. 767. 


To measure the share of the total product 
that labor received, we used the ratio of 
wages to product, or W/P. For the year 
1904 the value of W/P was 0.635, or only 
slightly less than k. The difference between 
the two was indeed only 0.012, or about one- 
half the standard error of &. Under perfect 
competition we would expect labor’s share 
to be equal to the value of &. The close ap- 
proximation of k to W/P indicates that 
there was both a greater degree of competi- 
tion than is commonly believed and also a 
tendency for the laws of distribution to be 
primarily determined by the laws of produc- 
tion. This close agreement between W/P 
and & and the near equality of (k + j) to 
unity indicate that labor tended to receive 
its marginal product and that the produc- 
tion function was approximately homogene- 
ous and of the first degree. 

In Chart I™ we show the agreement of the 
actual values of product (P) to the theoreti- 
cal values of product (P’) computed for each 
industry by the formula log P’ = 2.080 + 
0.647 log L + 0.311 log C. In the chart the 
horizontal axis measures the logarithm of P, 
or actual value of product, and the vertical 
axis the logarithm of P’, or theoretical value 
of the product under the formula. The scale 
of the chart is the same for both axes. The 
diagonal line BB’ is, therefore, the locus of 
all observations for which the actual and 
theoretical values of P are equal. 

The two parallel lines on each side of BB’ 
are drawn one and two standard errors of 
estimate from BB’. It will readily be seen 
from the chart that the actual values of 
product conformed strikingly to the the- 
oretical results. As is shown by Table 1 and 
Chart II, in 70.24 per cent of the cases the 
difference between actual and theoretical 
values was less than one standard error of 
estimate, and in 94.64 per cent of the cases 
it was less than two standard errors. For a 
normal frequency distribution we would ex- 
pect only 67 per cent to fall within one 
standard error and gs per cent to lie within 
two standard errors. 


1! The idea for this chart was originated and de- 
veloped by our colleague, Mr. H. Gregg Lewis. 
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COMPARISON OF THEORETICAL AND OBSERVED VALUES OF X,, UNITED STATES, 1904 
X, = log P (observed); X; = log P’ (theoretical); P’ = 161 L-®47C-3" 


A word remains to be said about the In general, there are two reasons for devia- 
eighteen” industries lying outside plus or tions in P greater than plus or minus two 
minus two standard errors of estimate. standard errors: (1) the price of the product 
may be extremely high or low compared 

TABLE 1 with other products whose manufacture in- 
PERCENTAGE AND NUMBER OF OBSERVATIONS volves the same amount of labor and capital 
OF GIVEN DEVIATIONS OF ACTUAL PRODUCT 


(P) FROM COMPUTED PRODUCT (P’) ‘2 Namely, canning and preserving; sausage; 


= slaughtering, wholesale (not including meat-pack- 
ing); cotton goods; flax and hemp, dressed; linen 
goods; nets and seines; oakum; engraving, wood; 
1 standard error... 236 70.24 oil, not elsewhere specified; patent medicines and 
2 standard errors 318 04.64 compounds; grindstones; brass; gold and silver, re 
More than 2 standard ducing and refining, not from ore; smelting and re- 
18 5.36 fining copper; boots and shoes, rubber; jewelry and 
instrument cases; and photographic materials. 
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and (2) the particular function used for in- 
dustry as a whole may not describe ac- 
curately the relationship between the varia- 
bles in these aberrant industries. There 
were two industries lying outside plus three 
standard errors: (1) smelting and refining of 
copper and (2) oil, not elsewhere specified. 
It is possible that these industries enjoyed a 
considerable degree of monopoly in 1904, 
even though there was a high degree of com- 
petition in industry as a whole. 

In general, we believe that the results of 
this study tend to corroborate the findings 
of the earlier ones and help to indicate the 
mathematical and economic functions which 
applied in production and distribution for 
American manufacturing during the period 
from 1899 to 1922. 
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THE CRITIQUE OF COMMODITY-RESERVE CURRENCY 
A POINT-BY-POINT REPLY 


BENJAMIN GRAHAM 


Beale, Kennedy, and Winn, I shall re- 

frain from general comment, except in a 
brief conclusion. My purpose is to state 
fairly each one of their objections and either 
to admit its force or to try to rebut it. It ap- 
pears best to discuss the various criticisms 
schematically, in their relation to the 
claimed advantages of the commodity-re- 
serve proposal. 

1. The first benefit asserted is that the 
commodity-reservoir system will go far to 
prevent the paradox of want amid plenty by 
providing an unlimited market at a fair 
average price for basic commodities as a 
whole. The expanded purchasing power of 
the raw-materials producers will greatly 
stimulate other sectors of the economy. 

About this “basic objective” the critique 
has little to say. It characterizes this “de- 
pression-insurance feature’ as perhaps the 
most attractive of the plan; but it suggests 
that a greater stimulus to general business 
could be secured “by a selective expenditure 
program’’—e.g., on public works. This pref- 
erence is stated merely as a matter of opin- 
ion, without supporting data or argument. 
Nothing is said as to the economic and polit- 
ical drawbacks of deficit financing or as to 
the great difficulties of timing and alloca- 
tion associated with pump-priming. The 
severe business reaction of 1937-38 bears 
testimony to the problems involved. It is 
easy to stimulate business if the cost is not 
to be counted—as in war; but this fact alone 
does not make the case for government 
spending. (Incidentally, both a suitable 
public works program and a commodity 


T THIS answer to the article’ by Messrs. 


*W. T. M. Beale, Jr., M. T. Kennedy, and 
W. J. Winn, “Commodity Reserve Currency: A 
Critique,” this Journal, L, No. 4 (August, 1942), 
579-94. 


reservoir may prove useful in maintaining 
full employment.) 

2. We claim that the commodity reser. 
voir will constitute an invaluable national 
asset, useful in emergencies (especially war), 
for old age pension reserves, and for advane- 
ing the living standard. 

The critique refers to this claim in three 
scattered passages: (a) It is intimated that 
the commodity reserves might all be drawn 
out in a business upswing; (4) the storage of 
a number of monetary commodities is called 
“an alarming and disheartening thought” in 
view of our experience with gold; (c) the 
possibility of using up the reserve commod- 
ities in an emergency is viewed as removing 
the very protection a monetary reserve is 
designed to afford. 

Taking the last point first, it is obvious 
that the potential use of the reserve com- 
modities in an emergency cannot possibly 
be a net disadvantage. If that were so, we 
should leave them where they are. The op- 
tion to use them or not must be an advan- 
tage; in a war of survival it might be of over- 
whelming benefit. (England’s gold reserve 
gave her the same kind of advantage in the 
early years of the war—but only because we 
were willing to ship commodities in e¢x- 
change for her gold.) 

If it were true that the reserve is likely 
to be exhausted in good times (by redemp- 
tion of currency), the plan would operate 
discontinuously—as, e.g., in the case of a 
buffer stock of tin. Its effectiveness would 
be unlimited during declining business, but 
it might terminate at some point in a boom. 
We have argued that the commodity reset- 
voir is likely to grow secularly unless special 
efforts are made to hold it down. The cti- 
tique does not discuss this point, but its 
“alarm” at the thought of our gold reserve 
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being imitated by the commodity reserve 
indicates a similar expectation that the 
reservoir will grow to large size. Hence, the 
fear of temporary exhaustion does not ap- 
pear very realistic. 

Would a large supply of reserve commod- 
ities be as “disheartening” as our huge ac- 
cumulation of gold? The objection to our 
gold hoard is that at bottom it is so useless, 
especially in wartime. Far from being dis- 
heartening, the possession of $22 billion in 
corn, iron, wool, petroleum, etc., would 
now be a godsend and possibly our salva- 
tion. 

3. We contend that the plan will stabilize 
the price level of basic commodities as a 
whole and thereby operate powerfully to- 
ward stabilizing the general price level. 

This assertion is correctly presented at 
the outset of the critique, but the authors 
then proceed to argue against an alleged 
claim that “the proposed plan will guarantee 
stable prices” —i.e., stable prices for every- 
thing. Since we make no such pretension, 
the point need not be pursued. 

The critique also seeks to cast doubt on 
the value of the proposal as a generally sta- 
bilizing influence in other price groups— 
even though it does admit that by prevent- 
ing a drop in basic commodities, such as in 
the 1930’s, it would “moderate somewhat”’ 
the general price decline. It points out that 
security speculation and real estate booms 
could not be prevented by our plan. This is 
true, and I have insisted that extremes in 
these fields must be avoided by the proper 
exercise of the Federal Reserve’s present 
powers to control credit. 

More seriously, the authors assert that 
the “commodity currency will contribute to 
price stability only to the extent that prices 
of goods outside the unit followed a pattern 
identical with those in the unit” (p. 587). 
Surely this stricture goes too far. The Bu- 
reau of Labor Statistics data show that im- 
portant price movements of fabricated 
goods are invariably blanketed by those of 
taw materials. The critique advances no 
reason to doubt our assertion that, if the 
wide cyclical swings of basic commodities 


are eliminated, then the swings of finished- 
goods prices—normally much narrower— 
will be damped down considerably. This 
would be even more true of the swings in the 
price of services (e.g., rents), which are more 
sluggish than those of goods. 

The critique argues that secular price 
movements will still take place, since the 
cost and price of other goods may advance 
vis-a-vis the stabilized unit. Thus the gen- 
eral level, which includes the rising items, 
will also rise. This possibility will be freely 
granted as long as it is realized that such 
price changes are bound to be moderate and 
nondisturbing. We see no reason to put the 
whole price level in a straitjacket, and much 
less to freeze all individual prices. We do 
say it is essential to hold price fluctuations 
within tolerable bounds—i.e., to avoid dis- 
astrous swings of the 1919-21, 1930-33, and 
1937-38 variety. This we believe our plan 
will accomplish. The critique admits “the 
self-correcting price tendencies” of the plan 
but intimates that such tendencies would be 
delayed “until after a considerable malad- 
justment has taken place.” I fail to find 
anything said to explain why such a delay 
should occur. (The reserve mechanism, like 
the fixed price of gold, does not correct wide 
fluctuations in the value of the unit; it pre- 
vents them.) 

In a footnote the authors suggest that 
the needed degree of price stability could 
be arrived at more quickly and efficiently by 
the use of other devices such as taxation and 
fiscal policy. This is similar to their claim 
that such measures will afford a better stim- 
ulus to depressed business, and, like the 
other, it is not substantiated by facts or 
argument.? 

4. We claim that commodity-reserve 
currency will be especially sound money, 
since it would be backed by and convertible 
into useful goods. 

The critique does not mention this claim 


? Other critics of our proposal have asserted that 
it is better to stabilize individual commodities 
which need help than to stabilize the unit. Since the 
critique does not make this point—but rather im- 
plies the contrary—I shall not answer it here. 
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specifically, nor is it challenged indirectly, 
except for the criticism that the emergency 
use of the reserve would destroy the protec- 
tion which a monetary reserve should sup- 
ply. This objection has been answered 
above. 

5. We claim that the plan will assist in 
the settlement of international balances due 
us by permitting other countries to send us 
commodity units as an alternative to gold. 
The critique does not deny that internation- 
al repayments may be facilitated by the 
plan (p. 590), but it raises an array of ob- 
jections and “disconcerting questions” in 
this field, viz: 

a) International commodity-reserve cur- 
rency will not produce the gold-standard 
type of automaticity. Answer: Agreed. 
This was not claimed. If possible, the inter- 
national gold standard should be restored, 
in which case commodity-reserve currency 
should help its operations. If that is not 
feasible, the fault lies with the gold stand- 
ard. We should then have to get along with 
controlled exchanges, as we have been doing. 

b) We might not be able to trade some of 
our redundant gold for commodity units (as 
I have suggested), because other nations 
might refuse to accept gold at a reasonable 
price. Answer: If so, that would again be 
the fault of gold. It would demonstrate the 
superior value of commodity currency over 
gold currency. Our plan does not depend in 
any sense on the feasibility of such ex- 
changes. 

c) The critique objects to a suggestion of 
ours that it would be possible to limit the in- 
flow of commodity units by raising tariffs. 
“Ts it likely that the monetary authority 
will be given the requisite degree of control 
over tariffs?”” Answer: We propose no such 
monetary authority as the critique seems to 
envisage. It is not essential to our plan that 
the inflow of commodity units be con- 
trolled, and I should favor accepting all we 
can get. I merely pointed out that, if Con- 
gress so desired, Congress would have this 
means of control available. 

d) The critique asks further: “To what 


extent will it be necessary to subordinate 
our economic foreign policy to the objec- 
tives of the plan?” Answer: To no extent. 
The three authors have not stated why such 
subjection should be necessary. They claim, 
too, that questions of political feasibility 
will interfere with our accepting commodity 
units in settlement of foreign debts, but they 
do not say in what manner. Payments in 
commodity units need involve no more polit- 
ical questions than payments in gold. 

6. We assert that the plan will go far to 
solve the farm problem by providing an un- 
limited market for balanced agricultural 
production. The solution is superior to that 
of the A.A.A., because it involves no com- 
pulsory curtailment, regimentation, non- 
recourse loans, or subsidies. 

This claim the critique appears to grant 
(p. 591). But it points out that there would 
be strong political opposition to replacing 
present farm legislation by our proposal. 
Answer: This observation is probably true, 
even though the economic interests of the 
farmer are likely to be better served by our 
provision for balanced abundance than by 
the A.A.A.’s emphasis on scarcity. Properly 
speaking, however, this is a criticism not of 
the plan but of those who reject it. 

The critique adds that even if the plan 
were adopted, there would still be political 
price-fixing of farm commodities, and thus 
other prices would be disturbed. Answer: If 
Congress merely held up the price of certain 
otherwise weak commodities, the result 
would be to diminish the price advances of 
other components. This might be inad- 
visable, but it could scarcely be trouble- 
some. The price of other products would be 
forced down only if Congress went as far as 
to push farm prices well above their base- 
period average. Such extreme legislation 
has not happened before; if there were dan- 
ger of it, it might be well to have other 
groups of producers on hand to fight it bit- 
terly as a completely unjustified attack upon 
their own price structure. One advantage of 
the interrelationship of prices created by the 
commodity unit is that an attempt to favor 
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one commodity unduly will promptly and 
properly create violent opposition by the 
producers of all the others. 

7. On the less dynamic side we assert that 
our proposal will be self-financing, self-liqui- 
dating, and automatic and that the only 
cost involved will be the relatively small ex- 
pense of storage. Of these points the critique 
questions only the claim of automatic ac- 
tion. This is invalidated, it says, by the fol- 
lowing nonautomatic provisions: (a) peri- 
odic revision of the unit, (5) possible substi- 
tution of futures for spot commodities, (c) 
emergency withdrawal of reserve commod- 
ities, (d) use of credit control, (e) use of 
tariffs. 

Answers: (a) Revisions of the unit can 
be made in accordance with a specific tech- 
nique laid down in the initial legislation 
(Storage and Stability,? pp. 281-82); (6) sub- 
stitutions of futures for spots would also fol- 
low a fixed rule and would take place when- 
ever a cash profit could be made thereby; 
(c) emergency withdrawals are an optional 
(though to my mind a valuable) provision; 
(d) credit control has no organic relation- 
ship to our proposal; if it is necessary, that 
necessity has no bearing on the automatic 
nature of the commodity-currency mecha- 
nism; (e) changes in tariffs have been men- 
tioned only as a reminder of the present 
power of Congress to deal with imports. 


SUMMARY 


The general conclusions of the critique 
(which are highly unfavorable) can be valid 
only to the extent that the individual criti- 
cisms are sound. A brief comment on these 
conclusions may be helpful in the final ap- 


3 Benjamin Graham, Storage and Stability (New 
York, 1937). 


praisal. The authors fear that our proposal 
“would multiply the vices and compromise 
the virtues of the gold standard.” A devas- 
tating remark; yet, on the next page they 
acknowledge that traditional monetary pol- 
icy (i.e., the gold standard) is inadequate to 
meet depressions, and they concede that the 
commodity-reserve mechanism will provide 
an automatic, self-supporting depression 
insurance. 

A main factor in any evaluation is the rel- 
ative importance of favorable and adverse 
elements. The critique admits, in terms, six 
major advantages of the plan, viz: It will 
(a) hold down price fluctuations in the re- 
serve commodities (p. 586); (6) “moderate 
somewhat” a decline in the general price 
level (p. 586); (c) facilitate repayment of in- 
ternational debts (p. 590); (d) meet the 
principal criticisms leveled at the farm pro- 
gram (p. 591); (e) provide an automatic 
stimulus to raw-materials production in de- 
pressions (p. 594); and (/) create a stock of 
basic goods available for emergencies or 
other uses (p. 585). 

Against these benefits it objects that the 
price stabilization will not be all-pervasive, 
that the automatic action is not 100 per cent 
in every sense, that the reserve commodities 
may be used up in an emergency, etc. Is it 
not true that all these objections—whatever 
their accuracy—are of secondary magnitude 
compared with the primary significance of 
the benefits which the critics admit? The 
balance here is not to be struck by an epi- 
gram or by vague references to “a trouble- 
some host of new problems.” The present 
writer hopes that this reply will enable the 
reader to view the merits and shortcomings 
of the proposal in a sounder perspective than 
the critique displayed. 


New York City 
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authors seem to me to have violated 

many, if not most, of the canons of good, 
fair, and useful criticism. Their description 
of the proposal of commodity reserves for 
money, as developed by Mr. Benjamin Gra- 
ham in his book Storage and Stability, is 
unexceptionable. This, however, can cer- 
tainly not be said of much of their comment 
on the plan thus faithfully described. 

The peculiar vice of economists is nega- 
tivism; and this vice reaches full stature in 
the critique under consideration. There is 
much truth in the quip that “the engineer 
tells you how to do things, but the econo- 
mist tells you that you can’t.” The world, 
however, is not enamored of defeatists, and 
this fact accounts for much of the popular 
disesteem under which our profession suf- 
fers. The disesteem is well earned when 
members of the profession advance incon- 
gruent arguments in support of a negativis- 
tic position and, consciously or otherwise, 
resort to casuistry in an attempt to justify 
their attitude. 

One such casuistical device is analogous 
to that of the logical fallacy of composition. 
When any suggestion for reform is made and 
attracts favorable attention, an almost in- 
evitable early development is a process akin 
to biological proliferation. Amendments are 
suggested by various advocates. Some of 
these amendments may be wise, some fool- 
ish; but even those which are well consid- 
ered may be inconsistent with such of the 
statements in the original exposition as do 
not happen to meet the approval of the cur- 
rent commentator. Opponents are then 
prone to gather all the suggestions, from 
whatever source, into a really anonymous 

* W. T. M. Beale, Jr., M. T. Kennedy, and W. J. 
Winn, “Commodity Reserve Currency: A Cri- 
tique,” op. cit., L, No. 4 (August, 1942), 579-04. 


I A recent critique in this Journal* the 


70 


omnibus, which they call ‘the proponents of 
the plan,” and to damn all of the proponents 
on the ground that their statements lack 
consistency. There is no movement that 
does not attract more or less embarrassing 
fellow-travelers. Fools may attach them- 
selves to philosophers—and there is nothing 
much that the philosophers can do about 
it—but it would be obvious folly, on this 
account, to condemn the philosophers for 
what the fools might say. Yet this is the 
sort of thing in which the present critics in- 
dulge. 

As an example we may take the state- 
ment (p. 586) that “the claim that the pro- 
posed plan would guarantee stable prices is 
based upon the familiar confusion between a 
general price level and the level of a particu- 
lar group of prices.” I am not aware that 
any proponent of the plan has ever said that 
it would “guarantee stable prices” in the 
sense that the general price level (whatever 
that may be thought to mean) would there- 
by be rendered completely immovable, but 
it is possible that some obscure writer (not 
named by the critics) may have, with 
greater enthusiasm than wisdom, made 
some such statement. Certainly it has never 
been made by any competent advocate of 
the plan. What competent advocates have 
said is that the plan would, within very nar- 
row limits, fix the price level of the commod- 
ities included in the monetary unit and 
would exert a strong stabilizing influence on 
the level of other commodity prices. The 
matter is treated in detail in chapter v of 
my book Social Goals and Economic Institu- 
tions, which the authors of the “Critique” 
have apparently not read. All the points 
they raise about segregated price phenome- 
na are there discussed in detail, and an an- 
ticipatory answer to all of their objections is 
there given. It would be futile to harrow 
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this ground again until, and unless, they 
address themselves to any real issue that 
may remain. 

Further violations in the “Critique” of 
the canons of good criticism lie in unreal 
comparisons and in the resort to name- 
calling in lieu of argument. The unreal com- 
parisons occur in contrasting specific pro- 
posals with some vague ideal of what the 
critics would hold to be perfection. They 
apparently felt some qualms on this score, 
for, in a note (p. 587), they specifically dis- 
claim that they are judging the proposals on 
this basis. One is reminded of the queen’s 
remark, in Hamlet, about the play-queen’s 
asseverations of her virtue. The only appro- 
priate criterion, of course, for judging any 
feasible proposal for social amelioration is 
whether it is superior to the institutions we 
now have or can otherwise get. It is impos- 
sible that it should be wholly free from every 
objection that a captious critic might think 
of as a flaw in a purely imaginary, perfect, 
and otherwise ineffable world. 

Some instances, in the “Critique,” of the 
fallacy of comparison with “perfection” will 
presently appear. For the moment, how- 
ever, it will be well to dispose of that form of 
“argument” which rests upon a sneer. In 
some of the discussions of commodity- 
reserve money (so say the writers of the 
“Critique”’) the benefits “are presented in 
terms suggestive of patent-medicine adver- 
tising.” In evidence thereof they cite parts 
of an article of mine which they “tran- 
scribe” as follows (p. 592 n.): ““The transi- 
tion .... would ....be not only a pain- 
less prophylactic against future evils but 
also a useful therapeutic for those that were 
current.” The sentence they are “quoting,” 
as it came from my hands, was: “The tran- 
sition to a system under which declines in 
the price level would be automatically 
checked, depressions automatically cush- 
ioned, and inflationary booms automatically 
retarded, would, under these circumstances 
[those of a general slump in economic ac- 
tivity], be not only a painless prophylactic 
against future evils but also a useful thera- 
peutic for those that were current.” This, I 


submit, is a metaphor in language much 
more likely to be found in a scientific medi- 
cal journal than in patent-medicine adver- 
tising, and, if objectionable at all, it can be 
deplored only on the ground that any medi- 
cal analogy is taboo in the discussion of 
economic affairs. Whether or not this is to 
be assumed, it would be idle to pretend that 
the procedure here adopted by the authors 
of the “Critique”’ is, in any sense, argument. 

The canons of criticism are further vio- 
lated by making it appear that the virtues 
of the plan are defects or that it would ex- 
aggerate some really rather constant, per- 
haps socially objectionable, human traits. 
Thus the critics say that “it is recognized, of 
course, that the plan, even though it pro- 
vided stability for the composite unit price, 
would by no means prevent fluctuations in 
the prices of the components of the unit” 
(p. 585). This is not only recognized by 
competent proponents of the plan but is 
properly regarded as a merit. Flexibility in 
price relationships, in contrast with the 
price level, is the sine gua non of a free, as 
against a totalitarian, economy; and even 
the authors of the “Critique” do not really 
object to this feature of the plan. They al- 
lege, however, that the plan will worsen the 
effects of the more or less successful efforts 
of economic blocs to control prices in the 
bloc’s own favor. Jf, they say, any particu- 
lar bloc succeeds in raising, above the pre- 
existing competitive level, the prices of any 
of the reserve commodities in which it hap- 
pens to be interested, this will ipso facto de- 
press the price of other commodities in the 
reserve. This is, of course, true, but it is far 
from being an argument against the plan. 
If, under present conditions, any bloc suc- 
ceeds in raising the relative price of the 
products in which it is interested, precisely 
the same effect occurs unless, indeed, the 
privileged position so obtained is counter- 
acted in some measure by action of other 
blocs in raising the prices in which they are 
interested. The only “advantage” in this 
respect that our present chaotic monetary 
system possesses is, therefore, that it per- 
mits a progressive contest in log-rolling, on 
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the basis of a steady inflation, which will 
exploit all those (the great bulk of the popu- 
lation) incapable of organizing their political 
strength to defeat the efforts of various 
selfish blocs. If a choice between the two 
forms of privilege must be made, it would 
certainly seem that the lesser inequity lies in 
the commodity-reserve system. The ob- 
viously better course, however, is to defeat 
the privileges of any selfish bloc; and this 
will be much easier under commodity- 
reserve money than it has ever been under 
any of the monetary systems we have so far 
“enjoyed.” When it is perfectly clear that 
the artificial raising, by political means, of 
any one group of prices automatically en- 
compasses the depression of another (as in 
real terms it must under amy monetary sys- 
tem), it will be much more difficult to put 
such schemes across. In fact, the only possi- 
ble safeguard of liberty is the diffusion of 
power among self-interested groups, with a 
lively consciousness on the part of all that 
the public treasury, or the public income, 
cannot be plundered by any group except at 
the expense of others. This education in the 
obvious would be of immense aid in improv- 
ing our political life. 

Apart from the “objection” just consid- 
ered the writers of the “Critique” concede 
(p. 591) that the plan seems to meet the 
principal criticisms leveled in recent years 
at the farm program; but they further say 
(p. 593) that “the record of the silver bloc in 
Congress should be forewarning of the dan- 
ger of creating a large number of producer 
groups who would have a pecuniary stake in 
the monetary standard.” It would, perhaps, 
be imitating their own casuistry to point out 
that silver is no part of our present mone- 
tary standard, but it is to the point to ask 
when the time has ever been, in our pe- 
cuniary society, when a large number, if not 
all, of our producer groups did mot have a 
pecuniary stake in the monetary standard? 
Yet even this does not quite cover what the 
critics probably have in mind; and, to meet 
their case squarely, one might pose the ques- 
tion whether it would have been easier or 
more difficult to obtain legislative action on 
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a proposal to raise the price of silver (or 
gold) under a process which would thereby 
automatically lower the prices of other 
things than it was to secure a bonus for the 
silver- and the gold-mining industries, 
through the increase in the price of silver 
and gold, when no one could show positively 
that the absolute price of the commodity he 
was producing would thereby be depressed 
(whatever might happen to its relative 
status). 

The authors of the “Critique” further at- 
tack the plan because it does not provide for 
“credit control’ —that is, for the provision 
of what they regard as the desirable volume 
of “total credit” or “demand deposits” (p. 
588). If one were to ask them why “total 
credit” or demand deposits should be con- 
trolled, they would presumably answer that 
it was to insure (as well as might be) sta- 
bility in the general price level, or optimum 
economic activity, or both. Now the com- 
modity-reserve proposal is designed to se- 
cure these ends much better than they have 
ever been secured by any “credit control” 
that we have had, or are likely to have, 
short of a totalitarian state. It seems some- 
what gratuitous, therefore, to charge the 
plan with the failure to use a device which 
(because the plan provides for the ends in 
view in other and better ways) would be 
quite otiose and also runs counter to the 
free economy that the plan seeks to pre- 
serve. 

At this point we may take up the matter 
ef automaticity. The writers of the “Cri- 
tique” grant to supporters of the plan the 
right to “advocate, as they wish, monetary 
automatism or monetary management” but 
not to seek to marry the two or “expect to 
arouse great enthusiasm for a plan which 
preaches the virtues of an automatic stand- 
ard, while containing elements categorically 
incompatible with automatism” (p. 585). 
This statement is an example of the logical 
fallacy of eliminating all colors of vice or 
virtue except immaculate black and white— 
a fallacy which, in the field of ethics, has 
prevented many people from distinguishing 
between good and evil because 99;4;‘y per 
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cent of purity was not, for them, enough. 
The fact is that there has never been any 
purely automatic monetary system since 
men abandoned the use of irregular lumps of 
heterogeneous metal—or still more primi- 
tive monetary forms—as their money mate- 
rial. Yet there have been systems which we 
have no difficulty in recognizing as “‘auto- 
matic” as against those that have been 
“managed.” Proponents of commodity- 
reserve money assert that, other things 
being equal, automaticity (i.e., the opera- 
tion of the monetary system with a mini- 
mum of official intervention) is preferable to 
“management,” since the latter is inevitably 
arbitrary, with all the objections that can be 
brought against arbitrary action. Propo- 
nents are not fanatical about the matter, 
however, and are quite willing to concede 
something beyond the irreducible minimum 
of management if such is a necessary, or 
desirable, compromise for the purpose of 
furthering their fundamental objectives. 
Under commodity-reserve money, discre- 
tionary action by monetary authorities 
could be completely eliminated, and this is 
what its proponents mean by automaticity. 
If a minimum of discretionary action would 
improve the operation of the system, how- 
ever, they would not reject this much dis- 
cretion merely in the interest of a perfect 
purity of logic. This, I submit, is a not un- 
reasonable attitude. 

The writers of the “Critique” are, fur- 
ther, dissatisfied with an article of mine on 
the transition to a commodity-reserve cur- 
rency, which they say (p. 582 n.) “fails to 
shed” on the matter “as much light as might 
be hoped.” My discussion may perhaps 
have shed an inadequate light, but it did 
not, I think, shed red herrings. This can 
scarcely be said of their own discussion. In 
the article they cite I had shown that the 
only modifications of current private-bank- 
ing practice at all likely to be necessary to 
the successful operation of a commodity-re- 
serve system, within the traditional banking 
framework, were those attaching to the re- 
quirement that all banks be members of the 
Federal Reserve System, together with 


those which might arise if the present par- 
tial and illogical restriction on the power of 
the Reserve Board to alter reserve require- 
ments should be abolished. These seemed to 
me to be few, and far from world-shattering, 
innovations; but the statement is made (p. 
593) that the proponents of the plan ac- 
knowledge that its successful introduction 
and operation would require ‘‘many changes 
in the existing monetary and banking struc- 
ture”; and the critics suggest that these 
changes would be highly disturbing. They 
then, however, go on to an approval of the 
changes in question on the ground that they 
would not improbably give us all the good, 
and none of the alleged harm, that could 
issue from the adoption of the commodity- 
reserve plan. Their very next sentences, 
nevertheless, belie this contention, in the 
admission that the plan would provide an 
automatic stimulus to the production of 
basic commodities in depression and that no 
corresponding stimulus is afforded by pres- 
ent monetary devices (even if, it is to be 
presumed, they included the minor addi- 
tions suggested above). The writers of the 
“Critique” are, in any event, quite ready to 
brave, on their own account, all the (purely 
imaginary) perils that might be caused by 
the ‘“‘many” changes proposed for the exist- 
ing monetary and banking structure; but 
they seem nevertheless to think that these 
changes, and these changes alone, would 
constitute a bar to the adoption of a com- 
modity-reserve system. 

Ghosts are also conjured up with respect 
to the alleged international difficulties of the 
plan. Would other countries, the critics ask, 
accept gold at a reasonable valuation in 
payment for our imports of reserve com- 
modities?? Would we be obliged to sub- 


2 The foreign sellers of commodities would never 
know whether the commodities they sold were or 
were not destined for our monetary reserve. Wheth- 
er or not foreigners would be willing to accept gold 
for their commodity exports to us has therefore no 
peculiar application, nor any relevance, to the com- 
modity-reserve proposal. Payment for all of our 
imports will be made, in the first instance, in dollar 
exchange; and the potential usableness of our gold 
supplies to command a counterpart in foreign ex- 
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ordinate our economic foreign policy to the 
objectives of the plan? And so forth. They 
do not attempt to supply answers to these 
insinuating questions. If, however, as I have 
proposed, commodity-reserve money were 
adopted along with the maintenance and 
restoration of traditional practices with re- 
spect to gold, it may be categorically stated 
that the plan would not create any difficul- 
ties whatever in the realm of international 
trade, foreign exchange, or commercial pol- 
icy but, on the contrary, would go far to 
remove those that now exist. This is true 
regardless of the monetary standard (in- 
cluding a differently composed commodity 
standard) that other countries might adopt. 
Any supposed difficulties on this score are 
figments of the imagination. Space does not 
here permit the demonstration of this prop- 
osition, but I should be glad to put the dem- 
onstration before anyone sufficiently inter- 
ested to request it. 

I do not suppose that the writers of the 
“Critique” were deliberately malicious. On 
the contrary, there is evidence in their ar- 
ticle either of disagreement among them- 
selves or of a general recognition of very 
important virtues in commodity-reserve 
money. But their ostensible impartiality is 
nevertheless spurious. They give the plan 
the sort of examination that (to come no 
nearer to our own times) the ecclesiastical 
court gave to Joan of Arc. The adverse deci- 
sion is made in advance, and the so-called 
examination is a mere rationalization of the 
hostile emotions of the writers. The plan 
should, of course, be subjected to the most 
severe criticism that can be brought against 
it—and it would be too much to hope that 
the bulk of this will not be unfair—but we 
should all beware of the tendency to which 
von Humboldt, I think it was, referred when 
he noted that, regarding any discovery, 
there is a widespread disposition, first, to 


change is a question which applies to alJ of our for- 
eign trade under any monetary system. I am unable 
even to guess why the critics thought that to raise 
the question of the usefulness of our gold had any 
particular bearing on the matter they were discuss- 
ing. 


deny that it is a discovery at all; second, to 
minimize its importance; and, third, to at- 
tribute it to someone other than the oné who 
actually made it. 

The authors of the “Critique” approach 
the end of their article by suggesting that 
there are other means by which the goals of 
substantially full employment and a sub- 
stantially stable price level might be at- 
tained. No doubt. I suppose there is no in- 
formed person who would now deny that 
these ends can, for instance, be attained by 
sufficiently drastic controls—in a word, by 
totalitarianism. But even a modicum of this 
is, to my mind, far from being the better 
way. It is not enough merely to attain these 
goals. They must, if they are not to bea 
burning-down of the house to get roast pork, 
be attained within the framework of free- 
dom. Freedom is the essence of the argument 
for commodity-reserve money, and it is the 
reason for the insistence of its proponents on 
its essential automaticity. For automaticity 
here means simply the establishment of a 
monetary framework within which the pur- 
suit of the self-interest of the individual 
would promote the general welfare in the 
manner which the classical economists en- 
visaged. The need for public action—that 
primrose path to a servile state—would, 
under such a monetary system, surely be 
much reduced. So much is admitted even in 
the “Critique.” We cannot know, except by 
trial, to what extent the need for public ex- 
penditure in stimulation of a lethargic econ- 
omy would be completely eliminated. But 
those who love freedom and have, in conse- 
quence, a healthy fear of the aggrandize- 
ment of the state, will rightfully insist that 
the promise of commodity-reserve money be 
given an opportunity to flower before they 
will commit themselves to the highly dan- 
gerous expedient of official “controls,” or 
even “guidance,” of economic activity. 

The “Critique” concludes that “in view 
of our experience with gold, it is an alarming 
and disheartening thought that we should 
embark upon a plan that calls for the stor- 
age of not one but a large number of money 
commodities” (p. 594). The solicitude of the 
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critics would perhaps be softened by the 
reflection that the principle of the reservoir 
is practically the sole means that has ever 
yet been devised for alleviating the evil ef- 
fects of vicissitudes in the forces operating in 
either the material or the immaterial world 
and that it is not the use but the abuse of 
that principle which, in the case of gold, is a 
proper subject of adverse criticism. When 
there was a free movement of gold (from the 
arts to the money use and vice versa), the 
gold standard worked as well as it could, 
perhaps, ever be expected to work, and the 
stock of monetary gold did not occasion any 
difficulties. But when the use of gold in the 
arts became negligible in proportion to the 
total absorption of gold in, or around, mone- 
tary systems; when there was no longer any 
appreciable tendency toward flow of gold 
from either use to the other; and, particu- 
larly, when nations forgot what the stock of 
monetary gold was for and began to love it 
for its own sake; the idea of a reservoir, al- 
ternately absorbing and disgorging gold in 
at least some faint inverse correspondence 
with the intensity of the demand in the arts, 


was discarded. The stock of gold, ceasing to 
be a reservoir, then became a miser’s hoard, 
and we were treated to the spectacle of na- 
tion after nation refusing to release gold, of 
their preferring the means to the end that 
the means were supposed to further, and of 
their suffering the gold standard to fall 


rather than use gold to sustain it. This was 
to make of gold an idol—and a peculiarly 
useless idol at that. Even after the scales 
fell from people’s eyes (as, in this respect, 
they have fallen from the eyes of the writers 
of the “Critique”’”) and they no longer wor- 
shiped gold, they were subject to further dis- 
illusionment in discovering that the very 
material of which the icon was made was of 
little or no practical use, in the quantities, 
at least, which had by then been hoarded. 

A reserve of commodities could never be 
thus useless; we should not, as in the case of 
gold, be likely to forget what the reserve 
was for; we are as little likely to fall in love 
with a composite of commodities as with a 
composite photograph of the objects of our 
desire. The glamour of gold, the sacra fames 
auri, would never be attached to a con- 
glomerate of everyday raw materials. We 
may therefore confidently expect that a 
commodity reserve would continue to be 
treated as a reservoir and not as a steadily 
growing hoard; there are, in any case, means 
by which it might readily be reduced if it 
ever threatened to grow unduly large, and 
such a reduction would contribute markedly 
to the satisfaction of our wants. It is high 
time for economists, therefore, and for the 
public at large, to refuse to be frightened by 
the in-any-case not unwelcome bogey of 
bursting barns and exuberant warehouses. 


PRINCETON UNIVERSITY 
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Price Control: The War against Inflation. By 
Erik T. H. Kyettstrom, Gustave HENRY 
GL uck, PER JAcoBsson, IVAN WRIGHT. New 
Brunswick: Rutgers University Press, 1942. 
Pp. x+171. $2.50. 


This little volume contains sketches of the 
anti-inflation policies of Sweden, England, Can- 
ada, and Switzerland, the accounts being car- 
ried through 1941. The jacket announcement 
indicates a lag of only five months from the 
turn of the year to the date of publication. 

Accordingly, the reader must expect some- 
thing of the nature of brief interim reports, in 
which each reporter selects what seemed to him 
the most significant phases of the experience of 
one country. As such, these reports are well 
worth having, if only because the effect on the 
interested reader is likely to be to whet his ap- 
petite for more. If he is like the present re- 
viewer, he will be curious about each phase of 
the story in any one country, desirous of know- 
ing whether the other countries experienced 
something similar or something different or 
whether their experience simply had nothing to 
correspond. In Canada, for example, the con- 
trol of instalment selling is mentioned. What 
parallel did this have in the other countries? 

The volume covers three small countries and 
one large one—three European countries and 
one American. And in all of them, in varying de- 
gree, the prices of imported goods represent an 
uncontrollable factor of greater importance than 
it is in the United States. This factor, and what 
goes with it, makes it appear that a very con- 
siderable rise in the price level was inevitable, 
particularly in the European countries. 

While the fiscal measures have shown more 
courage and tough-mindedness than this coun- 
try has displayed, none of them has lived up to 
the hypothetically ideal standard of recapturing 
all the purchasing power which is excessive by 
comparison with the available supply of civilian 
goods and services. This may not prove that 
such a standard is impossible to meet, but it is 
at least contributory evidence. Nevertheless— 
if one is to accept the verdict of these authors— 
none of these countries has actually experienced 
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“inflation.” By this test the only doubtful case 
would seem to be that of Canada, where the 
cost of living has risen little more than half as 
much as in any of the other three countries, 
Professor Wright, reporting on Canada, shows 
less interest than any of the other writers in the 
question whether the price increases have been 
“inflationary” or not, while Mr. Kjellstrom, re- 
porting on Sweden, displays the greatest inter- 
est in proving that, while prices have risen very 
steeply, the “fever of inflation” has been 
avoided. 

As one might expect, the question just what 
constitutes inflation, as distinct from noninfla- 
tionary price increases, is left open to some 
doubt. Mr. Kjellstrom indicates that inflation 
occurs when more money, bidding for less 
goods, leads to a “vicious spiral’ of price and 
wage increases. But apparently, if goods are in- 
creasing and prices nevertheless are rising (indi- 
cating that money is increasing faster than 
goods), that may not be inflationary. And if 
the active cause is a shortage of goods or rising 
cost factors, rather than an increase in mone- 
tary demand, then increased prices are not in- 
flationary, even if the whole process leads to 
some increase on the monetary side. It is pos- 
sible that some worth-while purpose is served 
by these distinctions, although a skeptic might 
feel that they cast doubt on the usefulness of 
this much-belabored term for purposes of con- 
veying objective scientific information. 

Direct measures of price control, as described 
in these pages, range from voluntary agree- 
ments with the Price Control Board in Sweden 
to the drastic General Maximum Price Regula- 
tion in Canada, which went into effect just at 
the end of the period covered by this volume 
and preceded our own “General Max.” The 
main outlines of the methods used are indicated, 
although detail is lacking—particularly so with 
reference to some of the necessary companion- 
policies to direct price control. Rationing and 
subsidies to imported goods or essential foods 
are mentioned, but without developing the par- 
ticular problems encountered and the particular 
measures used to meet them. Something more 
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is said about the relative course of wages and 
prices and the policies followed with respect to 
adjusting wages to rising costs of living. In 
Sweden the general policy was to compensate 
for about half the increased cost of living, under 
successive basic agreements. In Switzerland 
the general rate of adjustment was less, but the 
lower wage groups and some of the medium 
wage groups received more. The Canadian pro- 
visions are faithfully described, but the reader 
is left to judge for himself how they compare in 
effect with those of the other countries (the gen- 
eral effect should be like the Swiss adjustment 
in giving larger percentage compensation to the 
lower-paid workers, but presumably more lib- 
eral all along the line). 

The reader may perhaps discount a suspected 
tendency on the part of some of the authors to 
exhibit their countries’ policies in a favorable 
light. However, even after such discounting, he 
is likely to be left with the impression that these 
countries have exhibited a readiness to face the 
necessity of sacrifice and to share it among the 
various organized groups which goes beyond 
anything our own country has yet shown. 

Two passages may serve to point the moral, 
the first being by Gustave H. Gluck and the 
second from the concluding paragraph of the 
volume, by Per Jacobsson, who writes of 
Switzerland: 


A system under which wages and salaries rise 
according to the increase in the cost of living is very 
prejudicial to the entire national economy, as it must 
always weaken resistance to inflation and prevent 
the natural adjustment of the standard of living to 
the reduced national supplies. 


It should not be forgotten that, for a nation to 
remain united, it is of the greatest importance that 
the regulations in force should be strictly observed 
by all classes. The Federal Council cannot be made 
exclusively responsible if the discipline of a nation 
breaks down. The Government, to be sure, must 
not only put up a determined resistance to the 
claims of strong interest groups but must endeavor 
to gain the cooperation of these groups in the ap- 
plication of an effective common policy. The rise in 
prices is apt to set social undercurrents in motion 
everywhere. Perhaps, in these difficult times, the 
power of every form of State depends most of all 
upon social unity. And here, too, in relation to these 
general questions, price problems are now of crucial 
importance. 


J. M. CrarxK 


Columbia University 


Fiscal Planning for Total War. By WILLIAM 
LEONARD Crum, JOHN F. FENNELLY, and 
LAWRENCE Howarp SELTZER. New York: 
National Bureau of Economic Research, Inc., 
1942. Pp. xxv+358. $3.00. 


The volume under review is the first in a new 
series which is to be published by the Conference 
on Research in Fiscal Policy affiliated with the 
National Bureau. In addition to its well-known 
authors, a host of economists actively contrib- 
uted to or reviewed the manuscript. The results 
tend to confirm the belief that authorship is a 
productive factor which is particularly subject 
to diminishing returns. 

The authors consider first the future size and 
composition of gross national product, the new 
Department of Commerce series. In 1941 gross 
national product was $113.5 billion (in 1940 
prices—why?), and at the beginning of 1942 un- 
employed but employable laborers numbered 3 
million. But increasing military demands for 
men will at least offset this reservoir of labor 
(plus the annual increment to the working pop- 
ulation), and so the increase in gross national 
product must come from other sources. (The 
authors forget that soldiers’ wages are included 
in the gross national product.) It is believed 
that 3 million new entrants into the labor mar- 
ket will raise the gross product to $125 billion, 
and it may rise even to $130 billion if the work 
week is lengthened and if material shortages 
are overcome. This is all very general, and even 
within its own framework it is wrong. One 
should not compare the 1941 product with Jan- 
uary 1, 1942, employment. At the end of 1941 
the gross national product was running at about 
$131 billion in current prices and $118 billion in 
1940 prices. Hence, by their method the authors 
should have forecasted a gross national product 
of $5 billion more on this score, and proper in- 
clusion of soldiers’ pay would have added an- 
other $5 billion—$r10 billion in all. 

The distribution of income and expenditure 
is next explored. In practice the Lorenz curve 
of the 1935-36 Consumers’ Income study is ap- 
plied to consumer income of $109 billion (in cur- 
rent prices) for the fiscal year 1943. This total 
is inappropriate (quite aside from the related 
criticisms of the figures for the gross national 
product) in that it corresponds to Department 
of Commerce income payments, which include 
$2 billion of imputed income, over $2 billion of 
retained interest of financial institutions, several 
billion of military pay, and other components 
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not wholly germane to the problem of civilian 
consumer purchasing power.' The total number 
of consumer units is very low (which in turn in- 
flates average income): it is 41 million, includ- 
ing soldiers; the census figures suggest over 43 
million, excluding soldiers, in 1942. The expend- 
itures by income classes (which are based upon 
the correspondit.g Consumer Expenditures study) 
are underestimated because of the low number 
of consumer units; they are overestimated in 
that imputed rentals are included in the Ex- 
penditures study but excluded from income pay- 
ments (a matter of over $3 billion) and because 
the demand of the military for food, clothing, 
etc., is counted twice (it is also included in mili- 
tary expenditures). It is difficult to see the pur- 
pose in such rough work. 

The next four chapters provide a setting for 
the discussion of particular taxes. The causes 
and effects of inflation and the role of direct 
controls are submitted to brief and orthodox 
treatment. The chapter on “Desirable Amounts 
of Taxation and Borrowing” is very characteris- 
tic in its approach. Concern is expressed over a 
large debt, but it is also feared that heavy taxa- 
tion will impair incentive and morale. In addi- 
tion, one must consider the large legitimate de- 
mand for government bonds—perhaps $20 bil- 
lion a year—that ought to be supplied (e.g., in- 
ventory liquidation, insurance-company invest- 
ments and unreplaced automobiles).? Calcula- 
tions are presented which indicate that the defi- 
cit may approach $50 billion in fiscal 1943; so 
this demand for government bonds will not 
have to be rationed. A concluding chapter of 


* Tentative revisions of income payments to ap- 
proximate civilian-consumer money income may be 
of interest. In addition to corrections such as those 
in the text, omitted incomes (e.g., income from 
roomers and boarders) are roughly estimated, and 
income disposed of by the military (and the C.C.C.) 
is segregated (and equals wages plus property in- 
come minus amounts put at the disposal of depend- 
exts). The figures are in billions: 








| 1941 


Income Series 





Civilian money income 
Military money income 2 
Commerce income payments. . 92 113 








2 It is interesting to note this apparent accept- 
ance of the popular view (which is now recognized 
in the salary ceilings) that, although income in- 
equality must be reduced in wartime, the relative 
distribution of wealth and of additions to wealth 
should be treated with more consideration. 


this section argues that our present tax system 
is inadequate and presents three general com- 
binations of taxes, each calculated to add about 
$12 billion of revenue. None is recommended. 

Rather than summarize the half-dozen chap- 
ters on particular taxes and borrowing, it will 
suffice to indicate the contents of one such dis- 
cussion, that on taxation of individuals. Three 
scales of progression of surtaxes are presented 
to reveal alternatives in policy; they “are not 
suggestions as to what is wise policy” (p. 258). 
“These choices will be made in the legislative 
process by a rough balancing of considerations, 
some of which are conflicting” (p. 262). Ex- 
emptions probably should be lowered and 
quoted in tax dollars; perhaps the earned income 
credit should be dropped temporarily; the treat- 
ment of capital gains is possibly too generous 
(but see p. 268); joint returns should be re- 
quired (perhaps with two earned-income cred- 
its); and, in the case of tax-exempt securities, 
“granted constitutional freedom of action, Con- 
gress is confronted with the task of resolving 
[these] conflicting considerations” (p. 276). The 
gift tax is probably too low, but “‘opinion is by 
no means unanimous, however, that the prefer- 
ential treatment of gifts is not justified by the 
results” (p. 284). 

One may well question the legitimacy of the 
use of the phrase “total war” in the title of this 
book. “Business as usual” may have left the 
automobile industry, but it seems still to flour- 
ish in public finance. The recital of all sides of 
every issue and the avoidance of policy recom- 
mendations are justified by the authors as scien- 
tific. This defense will not do. On the one hand, 
the treatment is not rigorous or comprehensive 
enough to satisfy the professional economist; on 
the other hand, should the Fiscal Policy Confer- 
ence be devoting its intellectual and financial 
resources to writing textbooks? 

In times like these it is especially hard to 
excuse the following passage in the Preface: 
“‘We say again that a book like the present can- 
not offer a scientific guide to decisions on these 
political questions, and the authors do not feel 
called upon to state herein whatever opinions 
on these questions they as citizens hold.”’ Is the 
purpose of the study of economics the produc- 
tion of impartial pages? Has the democratic 
citizen no moral responsibility to state and to 
strive for that order of things which he believes 
is best? 

GEORGE J. STIGLER 
University of Minnesota 
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Agenda for a Postwar World. By J. B. Conp- 
uirre. New York: W. W. Norton & Co., 
Inc., 1942. Pp. 232. $2.50. 

On the rapidly lengthening list of books on 
the shape of things to come, Professor Cond- 
liffe’s meaty volume deserves high ranking. Its 
title is descriptive; the book discusses things 
that need doing when the war ends. That means 
they must be planned now, for no time will be 
granted us for this purpose between the end of 
the war and the beginning of the peace. This is 
a book which should be read (and it is being 
read) by all who are responsible for framing 
American policy. It deserves, however, a much 
wider group of readers. For it is not enough 
that public officials in Washington be making 
up their minds what they think about the par- 
ticipation of the United States in plans for ex- 
change stabilization, for the investment of capi- 
tal in backward countries under international 
auspices, for the regulation of trade in raw ma- 
terials, for the control of tariff policies, etc. 
That sort of planning by the State Department, 
the Board of Economic Warfare, and other 
agencies is daily assuming greater significance. 
But it is not enough. The American people 
must begin to think seriously about agenda 
for the post-war world, not about the technical 
intricacies of exchange stabilization, or the ex- 
act quantity of Argentine flaxseed which might 
safely be admitted into this country, but about 
the general principles which should underlie a 
durable peace. Above all, the American public 
should be thinking about the measure of re- 
sponsibility which this country should under- 
take for the peace of the world. 

This sort of thinking characterizes Professor 
Condliffe’s book. Its sound judgments, based 
on years of study and reflection on international 
economic relations, carry conviction without 
the formidable array of statistics which so often 
baffles the general reader. 

Although the author’s interest is principally 
in the economic policies of reconstruction, he 
recognizes their interrelation with political and 
legal institutions. His discussion of proposed re- 
gional groupings illustrates his broad view. He 
observes (p. 78): 

It is true that grave political and strategic prob- 
lems often arise between continental peoples cooped 
up in narrow abutting areas. Particularly in Europe, 
regional security pacts and a more even balance of 
power are probably needed; but they should be 
negotiated within an assured system of international 
order. On the economic side, it is impossible to carve 


out limited areas of regional self-sufficiency. At- 
tempts to do so canalize trade into uneconomic bi- 
lateralism and bolster up inefficient vested inter- 
ests in the areas so organized. Moreover, in a rapid- 
ly changing world, many little countries have shown 
a better sense of economic realities, more flexibility, 
and greater powers of adaptation than large eco- 
nomic units, especially where the latter are built 
upon a nice balance of conflicting sectional interests. 


Later (p. 79) he remarks: “The friendly repub- 
lics of the Americas are good neighbors because, 
and to the degree in which, they are good citi- 
zens of the world community”—wise words 
which should be taken to heart by some of the 
more unrestrained advocates of hemisphere sol- 
idarity. 

In his chapter on the “Meaning of Social Se- 
curity” Professor Condliffe discusses the rela- 
tion of national to international policies. Re- 
strictive economic nationalism after the last 
war did not provide security of employment. 
Instead, it aggravated the causes of economic 
maladjustment. In fact, the tariffs and other 
restrictions on international trade were under- 
taken not “in defense of the underprivileged 
but in protection of the overprivileged and in- 
efficient” (p. 89). After the war, business activ- 
ity must be maintained by housing develop- 
ments and other public works and by national 
monetary and taxation programs “‘designed to 
restrain the first replacement boom within rea- 
sonable limits and to sustain national income, 
purchasing power, and employment when the 
boom shows signs of flagging”’ (p. 93). 

It is typical of the new approach to post-war 
problems that the author should insist that 
The establishment of exchange stability and 
the freeing of international trade must be the 
result, even more than the means, of achieving 
national equilibrium. National economic poli- 
cies are the center of interest. The main front 
of international action is the home front” (pp. 
94-95). 

Percy W. BIDWELL 
Council on Foreign Relations 
New York City 


La Réglementation des paiements internationaux. 
By RapHaAét LemxKin. Paris: Editions A. 
Pedone, 1939. Pp. xxii+422. 

One unfortunate result of the outbreak of 
war in Europe was the loss of intellectual work 
in progress or recently completed in the areas 
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overrun by the Nazis. The volume under re- 
view, written by a Polish jurist, was published 
in Paris just before war broke out. Very few 
copies reached this country, and the work has 
not been translated. This is a pity, because 
Lemkin’s study is perhaps the most complete 
and penetrating study that has been made of the 
means available for international payments, the 
methods by which they may be transferred, the 
restrictions which in recent years have been 
placed upon such transference, and the legal 
problems that have arisen in these connections. 
The Preface by a director of the Bank of Inter- 
national Settlements pays just tribute to the 
solid research upon which the book is founded, 
as well as to the lucidity of its arrangement and 
exposition. 

Although written by a jurist primarily as a 
study in comparative legislation, this volume is 
of fundamental importance to economists. As 
government regulation extends over wider fields, 
economists are necessarily driven back to the 
governing legislation and administrative prac- 
tice in those fields. At the same time, the jurist 
is forced to analyze the economic character of 
the transactions to be regulated. It is not sur- 
prising, therefore, that M. van Zeeland is 
prompted in his Preface to ask: “Qui a donc 
parlé de la querelle éternelle entre juristes et 
économistes?”’ 

Lemixin’s survey of the regulation of inter- 
national payments, though primarily concerned 
with pre-war practices, is likely to be invaluable 
to those who must struggle with this problem in 
the difficult years ahead. It is, indeed, already 
being used extensively by those who have ac- 
cess to its pages.* It is a pity it is not more 
widely available. 

J. B. ConDLIFFE 
University of California 


American Agencies Interested in Internaiional 
Affairs. Compiled by Ruta Savorp. New 
York: Council on Foreign Relations, 1942. 
Pp. vi+200. $2.00. 


This volume lists over four hundred organi- 
zations. The main list is alphabetically arranged 
and includes 188 American organizations for the 
study or the development of opinion on general 
international relations or on some particular 


 Cf., e.g., the volume by Alberto D. Schoo, Las 
Obligaciones monetarias internacionales (Buenos 
Aires, 1940). 


phase or geographical field of world affairs. It 
includes the address, officers, objectives, activi- 
ties, sources of financial support, and publica- 
tions of each organization. Supplementary lists 
contain 21 chambers of commerce related to for- 
eign countries, 17 foreign information bureaus, 
and some 175 discontinued or dormant organi- 
zations. The addresses and, in some cases, other 
information are included in these lists. 

The lists in most cases omit organizations 
that are primarily international rather than 
American, that are supported by governments, 
that are merely divisions or departments of uni- 
versities, that are local committees of national 
organizations, or that are interested mainly in 
social, cultural, or relief activities. 

The data were obtained from the organiza- 
tions themselves, and there has been no attempt 
to appraise the value or significance of the or- 
ganizations. The work is well indexed, both by 
subject and by person, and will be of great value 
to the large and increasing number of the popu- 
lation whose attention is attracted to problems 
of international relations. 

The compiler notes in her Preface the close 
relationship between the number of organiza- 
tions of the type listed in this book and the 
gravity of the international situation. This vol- 
ume contains nearly twice as many organiza- 
tions as were included in the similar publication 
by the Council on Foreign Relations in 1931. 
This publication may be compared to similar 
lists recently published by the Geneva Research 
Center and by the Twentieth Century Fund. 
The former, edited by Laszlo Ledermann, in- 
cludes organizations in all countries and empha- 
sizes particularly international institutions. The 
latter, edited by George B. Galloway, includes 
governmental agencies and deals only with or- 
ganizations whose interest is primarily research. 


Quincy WRIGHT 


University of Chicago 


Handbook of Latin American Studies: 1940. A 
Selective Guide to the Material Published in 
1940 on Anthropology, Archives, Art, Econom- 
ics, Education, Folklore, Geography, Govern- 
ment, History, International Relations, Lan- 
guage and Literature, Law, Libraries, Music, 
and Philosophy, No. 6. Edited by Mrron 
Burcin. Cambridge: Harvard University 
Press, 1941. Pp. xvi+570. 
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The Handbook of Latin American Studies for 
1940 appears for the first time under the editor- 
ship of Miron Burgin. There are no significant 
changes in general form and coverage. A dozen 
changes have been made on the editorial board, 
involving for the economic material the addi- 
tion of Leland H. Jenks and Frank W. Fetter 
to prepare the sections previously edited by the 
late Chester Lloyd Jones and D. M. Phelps. 
Since the bibliography on Brazilian economics 
was omitted in the Handbook for 1939, the sec- 
tion in this volume, competently prepared by 
Roberto Simonsen, contains both 1939 and 1940 
publications. The uncertainty regarding the 
purpose of the general statements that precede 
the individual sections continues, with the re- 
sult that thestatementsare unnecessarily uneven 
in quality and character; this is especially nota- 
ble in a reading of the statements that precede 
the sections on economics. Among the articles 
that are included in this volume, economists will 
find especially interesting Donald Pierson’s con- 
tribution entitled “Racial and Cultural Con- 
tacts in Brazil: Present State of Research in 
This Field.” 

Smion G. HANSON 
Washington, D.C. 


Les Fonds d’égalisation des changes et leurs fonc- 
tions économiques. By PAULA Horwitz. Lau- 
sanne, Switzerland: F. Roth & Co., 1940. 
Pp. 222. 

Dr. Horwitz’ study of stabilization funds 
can be recommended. It is a competent sum- 
mary of the history of a short-lived modern phe- 
nomenon, assembling between two covers most 
of the public information on the subject, and 
summarizing analytically most of the available 
discussion thereon. 

The author’s purpose is limited. After brief 
summaries of the history of each of the several 
funds established during and after 1932—she 
reserves her admiration primarily for the Ex- 
change Equalisation Account—she explores the 
influences of the funds upon the exchange mar- 
ket, upon the internal credit system, and upon 
the national debt. In conclusion, she permits 
herself a few remarks on the theory and possible 
future of stabilization funds. 

While Dr. Horwitz’ account of the decade in 
which exchange funds have had an opportunity 
to function is reasonably full and accurate, this 
reviewer regrets that she did not use the knowl- 


edge and insights which the study afforded her 
to enter a somewhat broader realm of specula- 
tion. Her volume is bare of references to ex- 
change control, to the desirability of maintain- 
ing international convertibility for national 
liquid funds, and to the double role of specula- 
tion, which is a stabilizing force when it antici- 
pates stability but a menace to stability when it 
does not. In the Preface Mr. F. W. Paish raises 
the question whether stabilization funds will be 
able to aid in the re-establishment of an inter- 
national monetary system after the war; but 
Dr. Horwitz, though she contributes material 
for such a discussion, does not enter upon it 
herself. But within the limits she has set out to 
explore, Dr. Horwitz has performed a useful 
task. 

CHARLES P. KINDLEBERGER 


Washington, D.C. 


Tax Barriers to Trade: Symposium Conducted 
by the Tax Institute, December 2—3, 1940, in 
Chicago, Illinois. Philadelphia: Tax Insti- 
tute, 1941. Pp. viii+344. $2.50. 

This is one of the series of annual symposia 
conducted by the Tax Institute (formerly Tax 
Policy League), now affiliated with the Wharton 
School, which have come to occupy an impor- 
tant place in the literature of tax policy. This 
symposium is concerned with the recent trend 
in the United States toward increasing taxes 
and administrative tax practices which operate 
as obstacles to free movement of goods and serv- 
ices between intergovernmental boundaries— 
international, intercity, and interstate—with 
chief emphasis upon the latter. The treatment 
does not cover, as the title might imply, either 
the effects of taxation upon trade in general or 
the indirect effects of various taxes upon inter- 
boundary trade (except possibly in the case of 
international taxation). The state and local 
taxes considered are those upon motor vehicles, 
oleomargarine, tobacco, liquor, chain stores, 
sales and use taxes, discriminatory vendor li- 
censing, and taxation of out-of-state corpora- 
tions. There are twenty-nine papers by econo- 
mists, lawyers, and governmental and business 
representatives. The papers are arranged in six 
parts: “The Menace of Tax Barriers to Trade,” 
“Highway Trade Barriers,” “Commodity Trade 
Barriers,” ‘‘Marketing Trade Barriers,” “Tax 
Barriers to International Trade,”’ and “What 
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Can Be Done about Trade Barriers.” A useful 
selective bibliography is appended. 

A significant feature of the symposium is the 
divergence of opinion as to what constitutes a 
tax barrier to trade, especially in the case of 
taxes on motor vehicles, oleomargarine, and 
chain stores. This debate about what should be 
a fact seems to arise from conflict of interests, 
confusion about ends, and lack of information 
as to the degree of influence of certain measures 
upon the flow of trade. It would make for prog- 
ress in this field if definitions could be agreed 
upon and attention focused upon the issues of 
national welfare involved. 

Four methods of curbing domestic trade bar- 
riers are considered: judicial action, interstate 
co-operation, federal-state co-operation, and 
federal pressure. Professor Brown concludes 
that “judicial trends with respect to trade bar- 
riers are all in their favor; and the present per- 
sonnel of the Supreme Court is not likely to 
show great enthusiasm in checking this tend- 
ency”; and he sees “no immediate prospect of 
effective judicial condemnation to trade bar- 
riers between the States, at least where such 
barriers take the form of taxation” (p. 272). 
Mr. Gallagher, of the Council of State Govern- 
ments, holds that recent experience has demon- 
strated the practicability of action through in- 
terstate co-operation, and subsequent progress 
along this line in the effort to enhance war pro- 
duction lends additional support to his view. 
There is substantial agreement, however, among 
the several papers that federal-state co-opera- 
tion is also necessary. As to congressional pres- 
sure, Mr. Carlson surveys the possibilities under 
two major sources of power—the commerce 
clause and grants-in-aid—and discusses both 
the limitations and the consequences of these 
two alternatives. The papers on international 
tax barriers find considerable promise in the tax 
treaty as the method of reducing tax barriers. 

There is one very serious omission in these 
studies in that they do not contain any adequate 
quantitative picture of the actual economic ef- 
fects of tax barriers upon the flow of trade or 
sufficient information as to the influence of spe- 
cific measures. The assertion is made that 
“trade among the various communities has been 
disastrously choked off by the use of the spend- 
ing, taxing and licensing, and the police powers 
of the state and local governments” (p. 5), but 
nowhere in the volume do we find satisfactory 
evidence to support this generalization. More 
data as to the economic effects of trade barriers 


would aid the movement to reduce them. De. 
spite this and other omissions, the symposium 
is a valuable contribution and should be care. 
fully studied by students and policymakers con. 
cerned with this problem, which is one of great 
significance not only for the war effort but for 
post-war reconstruction. 

K. M. WILiiamson 


Wesleyan University 


A Theoretical Analysis of Imperfect Competition 
with Special Application to the Agricultural 
Industries. By W1Lt1AM H. NicHotts. Ames: 
Iowa State College Press, 1941. Pp. xiv+ 
384. $3.75. 

Written from an agricultural viewpoint, Pro- 
fessor Nicholls’ treatise is an analysis not of 
agriculture itself but of industries which stand 
between agriculture and the consuming public. 
Meat-packing and flour-milling are obviously in 
this intermediate position. The author draws 
many specific illustrations from the dairy-prod- 
ucts distributing industry. The so-called “agri- 
cultural industries” buy farm products, process 
them, and distribute them in markets close to 
the ultimate consumer. Thus Professor Nich- 
olls’ book may be described as a theoretical in- 
vestigation of “middleman industries.” 

This work will stand out not merely as an 
application of theory but as a notable develop- 
ment and extension of theory in the field of im- 
perfect competition. The author’s ideas have 
their origin in the basic contributions of Profes- 
sor Chamberlin and Mrs. Robinson; but he has 
woven into his analysis the viewpoints of many 
different critics and commentators, among them 
Hicks, Kaldor, Lerner, Stigler, Hart, and others. 
His book is enlivened by a sense of humor, apt 
literary quotations, and a wealth of factual ma- 
terial not ordinarily found in books on theory. 

As the distinctive feature of his theoretical 
investigation, Nicholls advances the concept of 
“monopoly-monopsony,” i.e., sole purchasing 
control of a raw material combined with sole 
distributing control of a finished product (or 
products). This is not entirely a new idea, nor 
can it be confined to agricultural industries. It 
is said that the Standard Oil trust had a restric- 
tive hold on the purchase of crude petroleum as 
well as the marketing of petroleum products. 
Nicholls has given a definite name to this two- 
sided type of economic control and has analyzed 
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for the first time its general effects on the prices, 
production, and consumption of farm products. 
Closely related to “monopoly-monopsony”’ is 
“oligopoly-oligopsony.”” The latter also is given 
detailed attention. 

The author begins his analysis of imperfect 
competition with a general survey of derived de- 
mand, elaborating upon a very slender previous 
foundation in Alfred Marshall. By the concept 
of service differentiation, Nicholls makes mo- 
nopsonistic competition more easily comparable 
with monopolistic competition. Buyers’ service 
differentiation is clearly analogous to sellers’ 
product differentiation. Throughout the greater 
part of the book it is assumed that, because 
farmers are unorganized, the supply of raw agri- 
cultural products is of a purely competitive na- 
ture. In chapter x, however, the author con- 
siders the problem of so-called “bilateral monop- 
oly.” This means in an agricultural market a 
monopolistic selling organization of farmers ar- 
rayed against a monopsonistic buyer. In dis- 
cussion of this particular type of situation, the 
author makes no reference to Professor F. Y. 
Edgeworth’s indifference-curve analysis of bar- 
gaining between one seller and one buyer.' This 
fundamental contribution should be included in 
any theoretical review of “bilateral monopoly.” 
This is the only omission the reviewer notices 
in the author’s survey of previous literature? 

The author’s terminology is logically devel- 
oped from the usage of previous reputable writ- 
ers. The very sensible suggestion is made that 
“imperfect competition” be considered a generic 
term including both “monopolistic competition” 
and “monopsonistic competition.” His termi- 
nology, however, has some unpleasant charac- 
teristics. The compound terms of Greek origin 
prominently featured in this book are awkward 
and dissonant. It is doubtful whether terms 
such as “monopoly-monopsony” and “‘oligopoly- 
dligopsony’’ will weather the rough-and-tumble 
sessions of elementary economics in which some 
of Professor Nicholls’ ideas need to beintroduced. 
Asimpler unhyphenated terminology would be 
preferable for many reasons. Professor Francis 
R. B. Godolphin, of Princeton University, has 
suggested to the present reviewer the single 
tem “monempory” as a substitute for “mo- 
nopoly-monopsony.” “‘Monempory” is derived 
from a Greek verb meaning “‘to trade,” i.e., “to 


* Francis Y. Edgeworth, Mathematical Psychics 
(881) (“London School of Economics Reprints of 
Sarce Tracts,”” No. 10 [London, 1932]), pp. 20-26. 


buy and to sell.” The same root appears in the 
word “emporium.” “Oligempory”’ is a suggest- 
ed substitute for “oligopoly-oligopsony.”’ 

The author’s use of the term “bilateral mo- 
nopoly” appears to be at present somewhat ob- 
solete. In times past monopoly was conceived 
as existing on either side of a market. Thus, 
when monopoly was considered as existing on 
both sides of a market, the situation was quite 
logically designated “bilateral monopoly.” The 
term “monopoly,” however, is now generally re- 
stricted to the selling side of a market. A firm 
which was formerly called a “buying monopoly” 
is now called a ““monopsony.” At present, there- 
fore, it seems somewhat inconsistent to describe 
opposing monopoly and monopsony as “bilat- 
eral monopoly.”’ Any situation of this type may 
be very clearly, simply, and consistently de- 
scribed as “bargaining between monopoly and 
monopsony.” “Bilateral monopoly” is too neat 
and compact a term to be entirely discarded. 
It is suggested, however, that the term be given 
a new meaning. Thus “bilateral monopoly” 
may be redefined as “a firm having sole control 
of the sale of two products in the same market, 
or sole control of the sale of the same product 
in two different markets.” If so, a related con- 
cept is “multilateral monopoly.” 

A general criticism of the book under review 
is that its theoretical conclusions are not sum- 
marized in sufficient detail at the ends of chap- 
ters or in a concluding chapter. The author re- 
gards himself somewhat too modestly as “‘an 
adapter of analytical tools.”” He conscientiously 
summarizes the limitations of his technique, but 
he does not recapitulate with equal thorough- 
ness the conclusions which his technique has 
made possible. The summaries in this book do 
not emphasize the social implications of imper- 
fect competition in agricultural industries. Re- 
viewing his own detailed analysis, the author 
has a tendency merely to reaffirm the uncer- 
tainty of profits and the difficulties of carrying 
on business amid changing conditions of de- 
mand and competition. Other important con- 
siderations drop out of sight in final summariza- 
tion. The author does not feature the very ob- 
vious conclusion that doubly imperfect compe- 
tition in agricultural industries tends (1) to in- 
crease prices in consumers’ markets and decrease 
total consumption and (2) to decrease prices 
paid farmers and decrease the total size of mar- 
keted crops. The concluding chapter is written 
to urge a rapprochement between practical agri- 
cultural economics and theory. This plea would 
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be more effective if the author had made a more 
thorough final display of his most significant 
discoveries. 

A. J. NICHOL 
Brooklyn, N.Y. 


The Institutional Theory of Economics. By Rap- 
HAKAMAL MUKERJEE. (Sir Kikabhai Prem- 
chand Lectures, 1939-40, University of Del- 
hi.) London: Macmillan & Co., Ltd., [1941]. 
Pp. xv+376. 


This study of institutional economics by Pro- 
fessor Mukerjee should go a long way in giving 
definiteness to the concept of an “institutional 
economics.”’ Both those who assert that they 
are exponents of this type of economics and 
those who are opposed to it would do well to 
peruse this volume carefully, for Mukerjee’s 
study clarifies many of the significant issues. A 
very serious deficiency of the work of the Ameri- 
can institutionalists up to date has been that 
they have not clearly indicated what they take 
to be the nature and scope of their type of eco- 
nomics. Without this clarity of statement dis- 
cussion has been, for the most part, quite futile 
and has frequently been reduced to little more 
than personal recrimination. A reading of Mu- 
kerjee’s analysis of the problem should prove 
helpful in bringing this waste of intellectual ef- 
fort to an early end. 

In Mukerjee’s analysis economic studies fall 
into three major divisions. There is, first, eco- 
logical economics, or “human ecology,” which 
is concerned with the man-land or population- 
resources ratio, that is to say, with ecological 
balance or equilibrium. The second division of 
economics set up by Professor Mukerjee is the 
familiar field of price economics, in which both 
ecological and cultural factors are taken as given 
data by the economic investigator. The third 
division of economics, as seen by Mukerjee, 
comprises the field of institutional economics. 
Here the special concern of the economist is 
with “economic culture,” in which groups, com- 
munities, or nations adjust themselves to a lim- 
iting environment. The economic system is 
taken to be a cultural process in which the com- 
munity or nation makes adjustments on three 
different levels, namely, the ecological, the me- 
chanical-technical, and the institutional. For 
some purposes these three levels of economic ac- 
tivity may be analyzed separately, but all three 
are interwoven at the third level of economico- 


cultural activity to provide a total economico. 
cultural situation. “Institutional economics” js 
then defined as the study of the disposal of 
scarce material and human resources in some 
particular cultural situation, such as westem 
European capitalism or oriental agricultural 
communalism. 

Professor Mukerjee’s third division of eco- 
nomic science raises important questions relat- 
ing to scientific procedure, the theory of eco- 
nomic motivation, the nature of economic or- 
ganization, and the relations between economics 
and ethics. For the study of the economic sys- 
tem as a cultural process Mukerjee finds that it 
is necessary to make his investigations from the 
Gestalt or organismic viewpoint. This involves 
studying the “total’’ or “whole’’ cultural situa- 
tion from which the various parts of the eco- 
nomic system derive much of their meaning and 
significance. Since economic activities are but 
the means to the realization of larger cultural 
ends, a full understanding of economic activities 
can be obtained only by referring them to the 
socio-cultural ends, as given by the prevailing 
culture with which the investigator is concerned. 

For his economico-cultural interpretation 
Mukerjee finds that the psychological theory 
used by price economists is inadequate. Institu- 
tional economics “must base itself on a kind of 
social psychology which reveals the vital unity 
of the individual and the society, a unity which 
is more fully revealed in the individual’s con- 
duct and in social institutions than in his set 
instincts and overt desires” (p. 5). It is when 
he turns to the nature of economic organization 
or the theory of economic society that Mukerjee 
calls attention to a matter not much advanced 
by American institutionalists since the time of 
Veblen. Mukerjee asserts that it is necessary to 
work out an adequate theory of cultural de- 
velopment if we are to explain the nature of 
economic organization. As he puts it, “Any de- 
finitive economic system, liberal-capitalistic, 
collective-socialistic or rural-communal, cannot 
be understood without reference to a theory of 
institutions.” This theory of institutions or of 
cultural development provides the basic frame- 
work of interpretation into which the econo- 
mist’s analysis is poured. It has been the failure 
of American institutionalists to develop an ade- 
quate theory of institutions that has caused 
their work to remain largely fragmentary and 
without much cohesion. 

Professor Mukerjee’s study of institutional 
economics is the only work of its kind to make 
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an appearance since John R. Commons pub- 
lished his well-known Institutional Economics in 
1934. It gives the reader a much clearer under- 
standing of the nature of institutional economics 
than does Commons’ pioneering study. Ameri- 
can readers may be somewhat disappointed in 
not finding any attempt on the part of Mukerjee 
to show how the views of Commons, Veblen, 
J. M. Clark, Mitchell, and other American in- 
stitutionalists fit in with his own statements re- 
lating to the nature and scope of institutional 
economics. But, nevertheless, what Mukerjee 
has written about institutional economics 
should provide excellent guidance for future 
students of economics as a cultural science. 


ALLAN G. GRUCHY 
University of Maryland 


English Villagers of the Thirteenth Century. By 
GrorGeE CASPAR Homans. Cambridge: Har- 
vard University Press, 1941. Pp. xiv+478. 
$4.50. 

This is a book worthy to be placed alongside 
Coulton’s Medieval Village and Bennett’s Life 
onthe English Manor. Mr. Homans’ special con- 
tribution to the subject is that of a sociologist, 
as well as a historian, interested in the way 
the sentiments and customs of men secured a 
stable adaptation of society to its economic con- 
ditions and the manner in which “the elements 
of society were mutually dependent in such a 
way as to form a social system.”’ In this ap- 
proach he has achieved a real measure of suc- 
cess, emphasizing aspects of the village, in its 
laws of inheritance, classes of men, family senti- 
ments, and tenurial customs, which have not 
been dealt with so adequately by any other 
writer. Whether he could have avoided some of 
the technical jargon, especially in the last chap- 
ter, it is perhaps not possible for a historian to 
decide. 

The approach has its limitations. Mr. Ho- 
mans deliberately excludes the element of 
change from his description. It may be true 
that the social order of England was changing 
kss rapidly in the thirteenth century than in 
the time of unrest at the end of the fourteenth, 
and it was certainly changing less than in the 
tineteenth (p. 5); but Mr. Homans stresses the 
lact that he studies the English village as the 
sum of its parts and something more; and it is 
dearly difficult to describe the atmosphere of 


the thirteenth-century village without taking 
into account the factors of assarts, commutation 
of service, the growth of towns, of money econ- 
omy, and of official records. These, among them, 
constitute a major revolution as great as any- 
thing which can be shown to have occurred in 
the fourteenth century and parallel to that 
which Professor Ganshof has recently described 
(Cambridge Economic History, Vol. 1, chap. vii) 
in the Low Countries, western Germany, and 
France. 

The process of making as systematic a state- 
ment of the facts as possible does, as Mr. Ho- 
mans claims (p. 4), bring out certain generaliza- 
tions which could have been brought out in no 
other manner; but the effort to reduce the tangle 
of thirteenth-century customs and ideas to 
simple and comprehensive principles, while it 
was well worth making, inevitably raises almost 
as many problems as it solves. Mr. Homans 
would probably be the last to complain if some 
of his suggestions arouse discussion and differ- 
ences of opinion. The thrice-repeated assertion 
(pp. 73, 83, 84) that tenements within each of 
the classes of a village tended to be equal in 
size, for example, might mean little or much 
but, in any case, needs more illustration and evi- 
dence to qualify or support it than Mr. Homans 
has provided. It needs relating more closely to 
the accumulation of holdings described on 
page 251. 

The evidence for an English solskift hardly 
justifies the phrase (p. 100) “this customary vil- 
lage plan,” or even the assumption of an estab- 
lished solskift system in full decay. Or, again, 
most younger sons probably did not marry until 
they had acquired some land to support them; 
but the strength of this custom hardly de- 
prived men, as Mr. Homans does (p. 139), of the 
right to marry (cf. later, and necessary, qualifi- 
cations, pp. 152, 158). Finally, more could, and 
probably should, have been said about the prob- 
lem of the bylaw in relation to the hall-mote 
(pp. 290, 328). It is at the very center of the 
problem of the village, and not all readers would 
gather from Mr. Homans that Maitland not so 
very long ago failed to discover the independent 
activities of the bylaw, some of which have since 
been discovered by Professor Ault. 

On the other hand, Mr. Homans’ method 
gives us a striking and important picture of the 
structure of the thirteenth-century village. At 
the basis of the whole organization is the force 
of custom, just as in the case of the larger struc- 
ture of the state; and the life of the village rested 





86 BOOK REVIEWS 


on the relationship between the communitas of 
the village (like the communitas regni), declar- 
ing the custom in relation to theif mutual obli- 
gations and the demands of the lord. This was 
what reconciled the legally unbounded claims 
of the lord as against the customary tenants 
who owned “nothing but their belly” with the 
need of the tenant to enjoy some security and 
actual, if not legal, rights. 

Mr. Homans sums up this relationship as 
follows: ‘‘Under favourable circumstances... . 
a villager’s work for his lord was customary, 
was done by him as a member of a strong and 
recognized community, was often an occasion 
for pleasant social intercourse, and was accom- 
panied by the sentiment that if the men were 
doing something for their lord, he was doing 
something for their advantage as well” (p. 348). 
This was the framework within which the life 
of the community revolved; and if we add to it 
the power of the vicinifas, and of the tradition 
of co-operation and mutual help, over the in- 
dividuals in their mutual relationships, we have 
a convincing analysis of the sources of strength 
in the medieval village. 

Whether the weaknesses that existed are 
equally apparent in this treatment is question- 
able. Mr. Homans admits (p. 348) that his in- 
terpretation is perhaps too favorable. In one 
important sense it probably is. Mr. Homans, 
despite all his care to base his researches on the 
custumals and court rolls, “probably as sober 
and trustworthy records of facts, not fancies, 
as any records of a past time can be,” is not 
nearly so much interested in the actual working 
of the village system (as, for instance, Mr. Ben- 
nett is) as in the theoretical principles according 
to which it operated. But, after all, the supreme 
problem is not the theoretical excellence of the 
structure of village society but the practical 
problem of how it really worked. 

Not that Mr. Homans entirely neglects this 
problem. The worst that can be alleged against 
him is that he gives it, perhaps, less emphasis 
than it deserves. Was there not slightly more 
friction, more injustice, more degrading poverty 
than he will allow? The minds of men, he argues 
(p. 339), did not dwell on the inequality between 
the lord and his tenants, except in times of dis- 
order. But there is ample evidence that the very 
name of villein was regarded as a stigma (and 
the majority of thirteenth-century villagers 
were villeins) ; that the villagers were unceasing 
in their efforts to free themselves from services 
and from the fines that were one mark of their 


serfdom; and that, on more than one occasion, 
they broke out into actual revolt. It is true 
that such revolts were uncommon; but Mr. Ho- 
mans’ reason for the infrequency of struggles 
between lord and man is worth noting (p. 284): 
it is because “the villeins were so little likely to 
win.”’ What the villein thought in times of dis- 
order was only a prolongation or intensification 
of what he thought in times of peace. 

For some practical considerations about the 
villager in the thirteenth century we must still 
go to other sources; for the main outline of the 
structure of a medieval village, Mr. Homans 
provides ideas and material that will long be 
important. He has recaptured not only the facts 
but the spirit of the thirteenth-century village. 
It was the spirit of a microcosm which perme- 
ated also the macrocosm of the medieval world. 


B. WILKINSON 
University of Toronto 


The Political Life of the American Medical Asso- 
ciation. By OLIVER GaRcEAv. (“Harvard 
Political Studies.””) Cambridge: Harvard 
University Press, 1941. Pp. 186. $2.50. 


This study should have a wide circulation in 
university circles, among the medical profession, 
and, most important of all, among the general 
public. It is a study of the internal structure 
and the working processes of a voluntary group 
of skilled technicians whose services are particu- 
larly vital to the life of the community. After 
stressing the growing role of voluntary group 
activity in the politics of capitalist democracies, 
Dr. Garceau strikes the keynote of his study in 
the following passage: “The study of govern- 
ment must not only assess the representative- 
ness of group pressures but also the method and 
quality of group thinking” (p. 4). 

After some inconclusive discussion of the 
question how far a “professional” group differs 
from other voluntary groups, Dr. Garceau 
plunges into a discussion, first, of the structure 
and organization of the American Medical As- 
sociation, then, of its historical development, 
and, finally, of its experiences in the processes 
of governing. The whole work is based on thor- 
ough research and mastery of a mass of detailed 
material. It constitutes an illuminating analy- 
sis of the workings of “organised medicine” in 
the United States. It is written with commend- 
able restraint and by no means in the spirit of 
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anindictment. Nevertheless, most of those out- 
side, and some inside, the profession will find it 
adisturbing record. Neither the Conference nor 
the House of Delegates of the A.M.A. can be 
said to exert effective control over the policy 
of the Association or to provide a real forum for 
free discussion of problems of medical politics. 
Reference committees stifle resolutions that are 
critical of the running of the Association or 
adopt even a very mildly liberal attitude on 
questions of medical politics. The A.M.A.’s 
“grading of proprieties is undoubtedly guided 
in some degree by the strategy of selling adver- 
tising space” (p. 171). The Delegates have no 
effective control over the budget. Most impor- 
tant for the public, and inadequately realized by 
them, malpractice defense has been so thorough- 
ly organized that it “effectively silences the vast 
bulk of lay complaints before they can obtain 
any publicity” (p. 104). 

Dr. Garceau traces with subtlety the cross- 
currents of influences from individual personali- 
ties, from subgroups within the main group, 
and from the conditioned responses of the bulk 
of ordinary members. He is never led astray 
by oversimplified interpretations and slogans. 
His interpretations cannot be briefly summa- 
rized without sacrifice of accuracy, and the 
reader must go through the whole work to ap- 
preciate them. 

The study has its limitations—in part at 
least self-imposed. When Dr. Garceau says 
that medical economics “of course should be 
called medical politics” (p. 13), he is speaking 
accurately as far as the A.M.A.’s conception of 
medical economics and that of its so-called Bu- 
reau of Medical Economics are concerned. But 
there surely are economic aspects of medical 
services which cannot be wholly analyzed in 
terms of medical politics. The strains and 
stresses in the medical world today should be 
viewed against a background of social change 
in which economic change plays a leading part. 
The extraordinarily high costs of medical serv- 
ices under private enterprise are due in part to 
the retention of an extremely small unit of op- 
eration, in spite of a great increase in the pro- 
portion of fixed equipment to personal services. 
The peculiar conditions of competition in the 
medical industry, the vital need of maintaining 
—vor rather in present conditions improving— 
the quality of services, and the impossibility of 
satisfactory consumer appraisal of the quality 
of services seem to exclude the possibility of 
4 solution in terms of private enterprise. Thus 


the future historian should read Dr. Garceau’s 
work in conjunction with another work yet to 
be written on the economic principles and his- 
tory of medical services. 

Dr. Garceau limits himself to urging internal 
reform in the A.M.A., beginning with the de- 
velopment of an opposition party within the 
Association. Fearing a schism within the pro- 
fession as deep as the C.I.0.-A.F of L. split in 
labor, he does not look with favor on the Com- 
mittee of Physicians. Whether the public can 
afford to wait, in the hope that the present 
“machine” will eventually be overthrown by in- 
ternal forces, is another question. Meantime, 
few will disagree with Dr. Garceau’s restrained 
conclusion that “the A.M.A. has not kept up 
with the Great Society of which it tries to be 
an articulated part.” 

E. F. PENROSE 
London, England 


William H. Sylvis and the National Labor Union. 
By CHARLOTTE Tones. New York: Inter- 
national Publishers Co., Inc., 1942. Pp. 128. 
$0.75. 

This little study of William H. Sylvis, Civil 
War labor leader, suggests again the importance 
and the limitations of leadership in a democ- 
racy. Sylvis, Powderly, Gompers, and Lewis 
represent, each in his own day, the characteris- 
tics of the organizations they created or con- 
trolled: the National Labor Union, 1866-72; 
the Knights of Labor, 1878-95; the American 
Federation of Labor, 1886——-; and the Con- 
gress for Industrial Organization, 1935——. 

Charlotte Todes’ study of Sylvis tends to 
reinforce the belief that leadership in a strug- 
gling group movement like a labor organization 
in the 1860's is a function of the movement itself, 
representative of the popular opinion, and not 
controlling, as it may become under other cir- 
cumstances. Sylvis, in the short space of his 
career, believed at one time or another in trade- 
unions, co-operatives, eight-hour reform, inde- 
pendent politics, money reform, Negro emanci- 
pation, woman’s suffrage, and some form of in- 
ternationalism. 

For labor the Civil War period was one of 
great confusion. The national trade-unions, 
which increased greatly during the war, lost out 
in the peace and had to await a longer and more 
normal period of gestation to get established in 
the A.F. of L. In the meantime, labor leaders 











88 





and labor sympathizers explored a dozen pan- 
aceas with no success; and, when the unions 
were firmly established and organized in 1886, 
they were convinced that political and reformist 
activities were the real causes of labor failure, 
not the general conditions of the time. 

With the arrival of the C.I.0., this conviction 
is challenged. It is clear that labor failed in the 
Civil War period not only in politics and reform 
but in trade-unionism too. Trade-unionism is 
no longer a failure, and the question remains and 
is pointed by the experience of Sylvis: Is a 
broad general program injurious to the labor 
movement, or is it necessary to it? There is no 
answer in this history, or in any other, except 
perhaps the negative one, that labor failed in 
the Civil War period not because of its multi- 
tude of objectives but because the conditions of 
the times were unfavorable to labor activities 
of any sort. 

NorMAN J. WARE 
Wesleyan University 


The Government of Labor Relations in Sweden. 
By James J. Ropsrns. Chapel Hill: Univer- 
sity of North Carolina Press; New York: 
American Scandinavian Foundation 1942., 
Pp. xii+367. $3.50. 

Over a period of several decades, whenever 
there have been great upsurges in union activity 
or serious and prolonged outbreaks of union- 
employer warfare, Americans have cast about 
for ways of achieving industrial peace. Govern- 
ment commissions and congressional commit- 
tees have been created to investigate the causes 
of industrial unrest. Government commissions 
and private individuals have gone abroad to 
study the methods of labor stability and har- 
mony. 

Some of these studies of labor relations in 
foreign countries have been hastily and impres- 
sionistically done; they have failed to probe 
deeply into fundamental issues and underlying 
causes; and they have urged too easily and su- 
perficially the application of techniques instead 
of basic principles. They have seemed to as- 
sume, also, that techniques or principles that 
are useful and desirable in a small country of 
homogenous, literate, law-abiding people, such 
as Australia, are equally applicable to a large 
country of heterogenous, not-so-law-abiding 
people, such as the United States. 

Mr. Robbins’ study is decidedly not one of 
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these. So far as I know, it is the best that has 
been done in labor relations in that much pub- 
licized country of “the middle way,” Sweden, 
Mr. Robbins modestly says in his Preface that 
someone, sometime, will perhaps make “a more 
thorough exploration and aid us in a better un- 
derstanding of the underlying forces at work”; 
but, until that someone comes along, Mr. Rob- 
bins, in my opinion, should be well content with 
his achievement. 

For the outstanding virtue of his book lies not 
so much in the excellent chapters which give a 
compact, lucid, and penetrating picture of the 
origin and development of the Swedish unions, 
the Swedish employers’ associations, and their 
collective-contract relationships, nor in the 
equally good chapters which explain (a) the 
government’s role, through statutes and through 
the Labor Court of compulsory arbitration, in 
settling union-employer disputes that arise dur- 
ing the life of agreements and (6) the govern- 
ment’s role, through conciliation, in trying to 
settle disputes that arise when the process of 
negotiating new agreements breaks down. The 
book’s chief claim on the student is the impor- 
tance and profundity of the questions it raises 
and the mature way in which the author ap- 
proaches them. I would like to make the first 
and last chapters required reading not only for 
university students but for union officials, em- 
ployers, and government people. 

To Mr. Robbins the rise of strong unions and 
employers’ associations in many fields of indus- 
try under government encouragement and gov- 
ernment protection of freedom to organize poses 
much more than the problem of these groups’ 
quasi-public status and the problem of govern- 
ment enforcement of responsibility. Similarly, 
the existence of conflict among these organiza- 
tions raises much more than the issue of what 
government techniques ought to be used to ob- 
tain peace in labor relations. The author sees in 
unions, in large corporations, in cartels and 
trade associations, and in employers’ associa- 
tions collectivistic organizations which were pro- 
duced by a variety of circumstances but which 
were permitted and encouraged to exist and func- 
tion by the liberal creed of freedom of associa- 
tion and of noninterference by government in 
the economic sphere. He views these collectivis- 
tic or anti-individualistic organizations as al- 
most autonomous private governments of 
great power and influence, functioning within 
the domain of public government and challeng- 
ing, indeed, the authority of public government 
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itself. To him, therefore, the fundamental issues 
are these: Can these private associations or 
governments be made to operate less selfishly, 
i.e., more in the public interest, without depriv- 
ing them of their rights and freedoms? Can the 
state enforce responsibility on these organiza- 
tions without taking away their rights? Can 
democratic capitalism and constitutional gov- 
ernment survive if the state really enforces so- 
cial responsibility on these groups? Can private 
associations, like unions and employers’ associa- 
tions, continue indefinitely to function within 
the framework of constitutionally governed, 
democratic-capitalistic national societies; or is 
totalitarianism the inevitable outcome of the 
challenge of these private associations to public 
authority? Can these private organizations act 
as delegates of publicdemocratic government, re- 
taining a measure of power and self-government, 
so that power is distributed or balanced rather 
than concentrated? Is the collectivistic nature 
of these private groups an indication that they 
themselves are but a half-step toward the com- 
plete collectivization of society and are the re- 
sult of forces moving relentlessly toward such 
complete collectivization? 

The Swedish experience thus far gives no 
definitive answer to these questions. Neither, 
for that matter, does the German or Italian or 
British or Australian experience. It is doubtless 
true that no one can prescribe for America out 
of any other nation’s experience. Each nation’s 
course is directed by its own economic and po- 
litical pressures. But, as a reading of Mr. Rob- 
bins’ writing will show, Sweden’s way thus far— 
under which the government does not try to es- 
tablish and enforce atomization of private 
power and does not attempt to acquire all po- 
litical-economic power but tries to divide the 
burden of governing between state and private 
groups—is one that we who are engaged in a 
death struggle with totalitarianism should mark 
well when we are faced with the vital problems 
of deciding, after our war is won, what better 
outlets we are going to provide, in America and 
- the world, for the forces which produced 

itler. 


Washington, D.C. 


CARROLL R. DAUGHERTY 


The History of Legislation fer the Protection of 
Coal Miners in Pennsylvania, 1824-1915. By 
ALEXANDER TRACHTENBERG. New York: 
International Publishers Co., Inc., 1942. Pp. 

Xvi+239. $2.75. 








This monograph, the author says, was ac- 
cepted for publication in 1917 by the United 
States Bureau of Labor Statistics. He attrib- 
utes the failure to publish it at that time to his 
“procrastination with the editorial preparation 
of the manuscript” and later to the Bureau’s 
lack of funds. The justification for publishing 
at this time is that no similar study has been 
published since 1917 which covers with similar 
detail the nearly one hundred years of struggle 
for protective coal-mining legislation dealt with 
in this volume. 

During the period covered, Pennsylvania led 
all other states in the production of coal. It 
could afford to pioneer in legislation for the pro- 
tection of coal-miners. However, the record in- 
dicates that its legislature and courts were very 
unwilling pioneers. The political attitudes ex- 
hibited in relation to economic practices were 
often an insult even to the native intelligence of 
unschooled workers. The struggle to obtain 
such legislation revealed the principal forces in 
our growing industrial society which were bent 
on thwarting the rank and file in their attempts 
to use their legislature and courts to make de- 
mocracy real. Extensive documentation of the 
state legislative records, its laws, and court de- 
cisions enables the the reader to appreciate the 
difficulty of digging the story out of the source 
material. 

The public could be aroused by mine explo- 
sions to the point of demanding safety meas- 
ures, mine inspection, and limitations on child 
labor. However, the mine workers themselves 
and their organizations furnished the most out- 
spoken advocates of the use of law to require 
measures and practices necessary to cope with 
the growing hazards of mining and to curb the 
abuses practiced by owner’s bent on making 
profits. 

Payment of wages in cash semimonthly, free- 
dom of miners to spend their wages in other than 
company stores, protection against short weigh- 
ing of coal and against excessive deductions for 
impurities (or for other reasons considered suf- 
cient by employers) in coal loaded by the 
miners, limitations on the hours of work, and 
provision for hospitals and medical aid were all 
measures requiring long periods of education 
and political action to correct many obvious 
abuses. This may be attributed largely to the 
slowness with which labor organizations gained 
a foothold in the coal-mining industry and 
thereafter acquired political effectiveness. 
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Developments along these lines have been on 
a larger scale and more significant since 1915, 
the date at which the author closes his study. 
Nevertheless, familiarity with developments 
during the period covered by the study is needed 
by all concerned with further progress and par- 
ticularly by present-day workers seeking more 
adequate legislation. 
ARTHUR E. SUFFERN 


Washington, D.C. 


Principles of Investment. By GEORGE HEBER- 
TON Evans, JRr., with Georce E. BARNETT. 
Boston: Houghton Mifflin Co., 1940. Pp. 
vii+225. $2.25. 


Notwithstanding its title, this little volume 
deals conceptually only with factors which affect 
the yield on securities, i.e., stocks and bonds. 
Changes or differences in yields are governed by 
changes in the interest rate, uncertainty, liquid- 
ity, and taxability. The peculiarities of the vol- 
ume are to be found mostly in the treatment 
accorded these factors. The point of view grad- 
ually shifts from a discussion of yield to pro- 
grams and policies suitable for individual and 
institutional investments, and it is in respect to 
the latter that the reader wil! profit most. 

In the introductory chapter investment is de- 
fined and an effort made to distinguish it from 
speculation and insurance. The author (com- 
plete responsibility being assumed by Evans) is 
forced to treat these two latter subjects because 
of his conception of investment merely as one 
of the three forms of the exchange of present 
funds for future funds. However, the treatment 
here is sketchy and lacks clarity. At the be- 
ginning of the chapter investment and specula- 
tion are co-ordinate terms, being separated by 
the risk factor, but at the end speculation 
emerges as only a form of investment. Likewise, 
at the start insurance appears as the payment 
of future funds contingent upon the occurrence 
of a specified event, but at the end it is brought 
into the general category of investment. The 
author seems unmindful of the literature deal- 
ing with the nature of investment, speculation, 
and insurance. 

As a yardstick for measuring the different 
yields in the field of investment, the yield on 
“long-term, highly-marketable, fully-taxable 
bonds free from uncertainty about the money 
payments that are promised”’ is adopted. This 

yardstick is labeled the “pure interest rate” and 


is offered as something new and different from 
the older conception in that yield may now be 
less than the pure interest rate as found in long. 
term bonds and as affected by taxability and 
liquidity. The support of statisticians and econ. 
omists which the author calls in here is scarcely 
warranted. While this yardstick is frequently 
used as a measure of fluctuations in the interest 
rate generally, it is largely due to the fact that 
it is the most universally available index, and 
not because it represents the pure interest rate. 
As such it is a useful instrument, but it does not 
meet the conditions accepted as basic to the 
pure interest rate. 

The concept of investment itself as merely a 
transaction in funds is uneconomic, not to say 
deplorable, in its implications, since investment 
may become merely a matter of gain through 
acquisition, having no necessary connection 
with the economic service rendered by savings 
and the investment process, a conception out of 
harmony with modern thought. 

Again, the ordinary meaning of the term 
“liquidity” is discarded in favor of the term “re- 
versibility.” To this the term “marketability” 
is added with its usual significance, and liquidity 
is made to embrace both terms and is used only 
in a general sense, which greatly reduces its use- 
fulness. The author is equally arbitrary in re- 
vising certain terminology in the investment 
field, as, for instance, substitution of “effective 
yield” for “yield to maturity.” 

One cannot but be disappointed in the fact 
that in this Principles of Investment the safety 
of the principal does not form a basic tenet and 
is neglected entirely in long-term bonds and 
stocks. One wonders whether mathematics has 
served to obscure motivating economic forces. 
It must never be lost sight of that recoverability 
of the principal sum invested is universally con- 
templated by both individuals and institutions 
in their investment programs and is so treated 
in accountancy. 

Chapters iv and v, dealing with the general 
subject of uncertainty, are a valuable portion of 
the volume. External and internal uncertainty 
are clearly distinguished from each other. Even 
here, if investment is only an exchange of pres- 
ent for future funds, changes in the purchasing 
power of money, one of the external uncertain- 
ties, should not logically piay a part in the un- 
certainties of investment. The difference be- 
tween avoiding a loss and securing a gain !s 
clarified and is essential to clear thinking about 
investment problems. In connection with the 
matter of avoiding losses, the treatment of the 
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subject of diversification deserves special men- 
tion, for here it is shown that diversification is 
concerned with the avoidance of large losses 
while in fact increasing the chances of small 
losses. 

Not the least valuable portion of the book is 
Appendix A, which contains problems for dis- 
cussion arranged by chapters. Those using the 
volume as a classroom tool will find this list of 
problems of great help precisely where help is 
needed, since texts in this field seldom supply 
problems for discussion. 

J. E. KirsHMAN 
University of Nebraska. 


Introduction to Economics. By CecIL KENNETH 
Brown. Cincinnati: American Book Co., 
1941. Pp. xiii+534. $3.00. 

This book has three distinctive characteris- 
tics. The choice of subject matter is quite un- 
usual; the treatment is broad and philosophic 
for an elementary book; and the exposition is of 
high literary quality. As to subject matter, the 
author says: 


It does not seem to me that the first course is the 
proper place for a rigid and thorough analysis of 
price determination under assumed and largely 
artificial conditions. ... . My view is that pains- 
taking and systematic study of price theory belongs 
in an advanced course ..... 

.... T have tried to write a book that will serve 
as an introductory course both for those who will 
pursue the subject further in college and for those 
who will never study any more Economics except 
such as appears in the current press. .. . . I am con- 
vinced that for neither group of students is the tra- 
ditional price analysis the proper thing with which 
to fill up the first course. 

The philosophy of economic and social institu- 
tions seems to me to be of sufficient importance to 
merit considerable attention, and I think this at- 
tention should be given to it in the first course in 
Economics. I have therefore not attempted to con- 
fine myself to Economics as science. In dealing with 
philosophical questions I have not hesitated to 
speak as if I had some convictions with respect to 
a 

Ihave tried to touch the high points of economic 


theory... .. No separate space in the book is 
allotted to the discussion of the distribution of in- 
come... .. I think this should wait for the ad- 


vanced course in value theory [pp. v-vil. 


The book is predominantly “the philosophy 
of economic and social institutions.”’ It is realis- 
Uc, penetrating, and constructively critical. 
Most economic principles are in it, although 
Many are not. They are stated well but briefly 





—sometimes even casually. They do not pur- 
port to be arranged in any formal system or 
order, but they appear often as appropriate, in- 
tegral parts of the philosophic disquisition on 
the particular institutions under consideration. 

The discussion is very stimulating and sub- 
stantial in that it deals with the substance 
rather than with the surface of things. The 
subjects are critically and fairly evaluated. The 
book is thoughtful and thought-provoking. It 
evinces both a broad and competent scholarship 
and a broad concern extending well beyond con- 
ventional boundaries of economics into ethical 
considerations and somewhat less into legal and 
sociological spheres. Some readers may be dis- 
pleased by the extensiveness of scope and the 
general brevity of economic analysis. The book 
displays a literary grace instead of the heavy, 
prosaic, and pedantic style so common in text- 
books. 

The leading chapters are: ‘“The Social Order 
and Its Ends,” “The Institution of Property,” 
“The Corporate System,” “Money in the Mod- 
ern State,” and “Interest and Saving.” Several 
chapters deal, in somewhat nontechnical form, 
with the price system and with price-making. 
The chapter “Some Economic Systems Exam- 
ined” is probably the high point of the book. It 
sparkles with gems, and it bristles with sharp 
darts. In this chapter, liberalism, “the bastard 
form of individualism,” the modern capitalist 
system, progress, and collectivism take their 
turn at the whipping post, and the author plays 
no favorites. This chapter deserves wide read- 
ing, and even those who deem themselves to be 
scholarly in the isms may get a new idea or two 
here, especially if they are “sure of a way of 
life.” The following are representative state- 
ments on these topics. 


.... humanitarians . . . . have turned liberalism 
into a kind of religion without God..... Their 
program is essentially one of organized charity 
[p. 37]. 

There is therefore error and danger in the doc- 
trine widely preached today that the provision of 
large consumable incomes for all the people will 
furnish the remedy for all our social ills [p. 27]. 

.... One of the great dangers of capitalism is 
that the proletariat may become so large as to stamp 
the whole society with the proletarian psychology 
[p. 43]. 

.... Socialism would thus magnify what is per- 
haps the worst feature of capitalist economy, 
namely, the inconsequential position of the individu- 
al [p. 54). 

. .. . Acommunistic state is much more likely to 
be held together by brute force than by brotherly 


love [p. so]. 
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. ..+ Progress is its own sole end. It never ar- 
rives anywhere except at an insistent demand for 
more progress [p. 45]. 


Instead of too much make-believe and finesse 
on an economic equilibrium (which, incidental- 
ly, is beautifully stated) there is a chapter on 
“The Lost Equilibrium.” “Men without Prop- 
erty,” or an appreciation of property, are por- 
trayed almost as a residual monument to mod- 
ern economic organization. Instead of “prov- 
ing” the advantages to all parties concerned of 
international trade and other geographic divi- 
sion of labor, a unique chapter on “Interregional 
Trade” shows a subterranean urge of an indus- 
trial economy to exploit a “‘vegetable” economy 
and a lack of peaceful or suitable equilibrium 
ever taking place unless restrictions are im- 
posed early. Sizable morsels of distribution the- 
ory appear here and there, especially on inter- 
est and wages, despite the author’s election not 
to give distribution theory any special space or 
emphasis. 

This is not just another garden-variety text- 
book. It gives all the conventional lip service 
to the household gods of private capitalism, but 
there are enough grapes of wrath in this “liberal 
conservative” southern gentleman’s observa- 
tions to make the reading somewhat chastening. 
The book is something of an urbane picture of 
“This is what we have—What do you think of 
it?” It is worth reading by every teacher of 
undergraduates. It may be too “unorthodox” in 
content to meet the needs of many teachers, but 
probably no one will finish reading it without a 
feeling of high respect for the author. The book 
would be most admirable for persons more ma- 
ture and thoughtful than beginning college stu- 
dents are, but who would be discouraged and un- 
benefited by the usual textbook. It might se- 
duce students into a more thoughtful attitude 
than that into which the more common analyti- 
cal books can force them. 

LEewis SEVERSON 


Beloit College 


Banking Studies. By members of the staff of the 
BOARD OF GOVERNORS OF THE FEDERAL RE- 
SERVE SysteM. Washington: Board of Gov- 
ernors of the Federal Reserve System, 1941. 
Pp. x+496. $1.50. 


This volume, comprising seventeen papers 
written by members of the staff of the Board of 
Governors of the Federal Reserve System, in a 
sense provides a sequel to an earlier and briefer 
book entitled The Federal Reserve System: Its 
Purposes and Functions and to specialized stud- 
ies which have been published from time to 
time in the Federal Reserve Bulletin. The pres- 
ent collection of papers presents in nontechni- 
cal terms “a large mass of information bearing 
on banking and monetary problems,” and it 
continues the general educational program 
which the Board has sponsored in recent years. 

Though, as the title suggests, the writers of 
the volume have not attempted a comprehensive 
survey in the usual textbook sense, they have 
nonetheless achieved a substantial coverage of 
contemporary problems. Following the first 
three papers, which are largely concerned with 
historical aspects, there are several papers deal- 
ing with structural organization, commercial- 
bank operations, and problems of bank supervi- 
sion. Much of the latter half of the book relates 
specifically to the operations, administrative or- 
ganization, and credit weapons and policies of 
the Federal Reserve System. The volume con- 
tains more than forty charts, and the data uti- 
lized in the charts, together with other use- 
ful information, are included in a final section 
(pp. 417-76). 

It is in a sense unfortunate that the tradi- 
tional observance of neutrality on controversial 
issues by staff members necessarily leads to de- 
scriptive emphasis and an excessive degree of 
detachment. In consequence, the reader misses 
freer expressions of judgment and philosophy by 
specialists who are in the best position to know 
the merits of controversial issues and to guide 
opinion. Nevertheless, the reader of the present 
volume will find in the discussions of the agen- 
cies and machinery of control ample evidence of 
the complex divisions of authority, duplication, 
and outright conflicts of authority which im- 
pede efforts to supervise banking agencies and 
formulate consistent credit and fiscal policies. 
These sections of the book deserve assignment 
not only to college students and bankers but 
also to our legislators. 

LEONARD L. WATKINS 


University of Michigan 


ERRATUM 


On page 788 of this Journal (October, 1942) I wrongly put Professor E. A. Ross down as the 
editor of Mr. Mangam’s book entitled The Clarks: An American Phenomenon. In fact, Professor 
Ross merely wrote the Introduction to the book which he indorses. 





N. S. B. Gras 
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